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STOCK DIVIDENDS IN TRUST DISTRIBUTIONS 


Harry D. Kerrigan 


the subject of stock dividends, from 

the standpoint of the recipient of such 
dividends, its major opportunities for legal 
consideration. One is should stock dividends 
be considered income and taxed as such? 
The other is, in the absence of specific direc- 
tion in connection with a trust of corporate 
stock, should stock dividends be considered 
corpus or income? An article in the Decem- 
ber 1936 AccounTING Review dealt with 
the first question. The purpose of the present 
article is to discuss the second. 

A trust of corporate shares is often 
created under a will or other instrument in 
which it is directed that the income of the 
trust is to go to a life tenant and that after 
this person’s death the principal is to gotoa 
remainder-man.' If the trust instrument 
neglects to specify what is meant by income 
that is to go to the life tenant,? doubtful 
items must be settled by the trustee. Among 


1 The term of tenancy may end before the tenant’s 
death, if that is the provision in the trust instrument. 
Or, the instrument may provide for a series of tenants 
48 successive income beneficiaries before the principal is 
turned over to some residuary legatee. See e.g. Gra- 
ham’s Estate, 296 Pa. 436, 146 Atl. 111 (1929). 

* The creator of the trust may specify what items he 
desires to be treated as income and what items as princi- 
pal, or the matter may be expressly left to the discretion 
of the trustee. The courts have generally enforced the 

tions of the trust instrument in an effort to carry 
out the wishes of the creator. The reason for this is 
probably due to the view that a trust is simply a method 
of disposing of one’s property, which may be done in 
any way the owner desires. See Trusts Restatement, 
(American Law Institute, 1980), pp. 11-12. As stated 
in one decision, “the intent of the grantor or testator is 
the pole star for the guidance of the courts.” Boyer’s 
Appeal, 224 Pa. 144, 153, 73 Atl. 320, 323 (1909). See 

City Bank Farmers Trust Co. v. Ernst 256 N.Y.S. 
577, 285 App. Div. 157 (1932), motion to dismiss 
appeal denied, 260 N.Y. 577, 184 N.E. 100 (1982); 


Te TYPES of questions have afforded 


such doubtful items few have caused trustees 
more difficulty than stock dividends and the 
problem of allocating them between income 
and principal. The problem has driven 
trustees generally to seek the guidance of 
courts of law. As a result, the volume of liti- 
gation on the subject has steadily mounted.* 
Because divergent judicial rulings exist be- 
tween the several states and varying ap- 
plications of a given rule are made in the 
same state, trustees have readily submitted 
the problem for solution by the courts at 
the expense of the trust fund rather than 


101 A.L.R. (1936), 1359, 1868; Chase National Bank v. 
Chicago Title and Trust Co. 155 Miscl. 61, 279 N.Y.S. 
327 (1935). The wishes of the settlor of the trust are 
enforced even if the direction as to allocation of items 
between income and principal is contrary to recognized 
accounting practice. 

A direction of the trust instrument which is contrary 
to existing statute, such as a law against accumulations 
through a trust, may however be inoperative. The 
Illinois statute against accumulations is found in Il. 
Rev. Stat (Smith-Hurd, 1935), ch. 30, sec. 153. 

3 The legal profession, through the National Con- 
ference of Commissioners on Uniform State Laws, has 
attempted to alleviate the situation by drafting a model 
Principal and Income Act for states to adopt. In 1931, 
the final draft of the proposed Act was submitted to the 
states with the approval of the American Bar Associa- 
tion. The purpose of the Act is to aid in the interpreta- 
tion of trust instruments where the intent of the trust 
creator as to the respective rights of life tenants and 
remainderman is not expressly stated. Through the 
adoption of this proposed statute by the several states, 
the legal profession hopes to lessen the confusion and 
inconsistency in the adjudications by the courts of con- 
troversies between rival beneficiaries under trust docu- 
ments. The provisions of the proposed Act relating to 
stock dividends are stated below in the discussion of 
the so-called Massachusetts rule. 

An obstacle to the movement for a uniform law 
giving relief from a problem which has vexed both bench 
and bar is seen in the adoption of a contrary solution 
by the American Institute of Law in its Restatement of 
the Law of Trusts (1935). This provision is stated below 
in the discussion of the so-called Pennsylvania rule. 
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to decide the matter themselves and then 
become personally liable to suit by some 
dissatisfied party to the trust. 

Stock dividends received on trust shares 
may be allocated in one of three possible 
ways— 

(1) in part to income claimant and in part to 
principal claimant, according to some 
equitable basis of division. 

(2) in whole, to principal claimant. 

(3) in whole, to income claimant. 

Each of the foregoing methods has support 
in law, depending upon the jurisdiction. The 
first method, initially adopted by Pennsyl- 
vania courts, but now supported by the 
courts of nine other states,‘ has come to be 
called the “Pennsylvania Rule.” The second 
method follows English practice of long 
standing and was first adopted in this 
country by the courts of Massachusetts. 
This method, usually referred to as the 
“Massachusetts Rule,” has received the 
widest adoption, the courts of ten states, 
and the District of Columbia, the statutes 
of four other states and the United States 
Supreme Court following the underlying 
principle.’ The third possible approach has 
been taken by the courts of two states,® and 
is known as the “Kentucky Rule” because 
the doctrine was first applied by Kentucky 
courts. Each of these rules and their applica- 
tions in the reported decisions are discussed 
in the sections following. 


THE PENNSYLVANIA RULE 


Under the Pennsylvania Rule, the earn- 
ings on trust shares since the inception of 


4 Besides Pennsylvania (1857), the states are: New 
Jersey (1868), Maryland (1894), Tennessee (1896), 
Iowa (1907), New Hampshire (1907), South Carolina 
(1911), Wisconsin (1911), Vermont (1915), and Cali- 
fornia (1919). Dates refer to year of adoption of rule. 

5 Besides Massachusetts (1868), the jurisdictions 
are: Illinois (1903), Virginia (1896), Maine (1918), 
West Virginia (1918) District of Columbia (1923), 
Ohio (1924), Missouri (1927), Michigan (1929), Ne- 
braska (1931), Rhode Island (1884) and Indiana (1935). 
In addition, the statutes of the following states have 
codified the rule: Georgia (Georgia Civil Code, (1926) 
3667); New York (New York Laws, (1926) ch. 843); 
Connecticut (Conn. Gen. Stat., (19380) 4966); and 
Oregon (Oregon Laws, (1931) ch. 371). Dates refer to 
year of adoption of rule in decision or statute. 

* The states are Kentucky (1892) and Delaware 
(1913). Dates refer to year of adoption of rule. 


the trust belong to the life tenant when such 
earnings are declared as dividends. This is 
so, regardless of the medium used for divi- 
dend payment, or the size or regularity of 
the dividend. Accordingly, stock dividends, 
if declared from earnings made during a life 
tenancy, should go to the life tenant. Such 
is the holding of the courts following the 
general rule.’ This doctrine is an attempt to 
award the dividend to the trust party that 
is equitably entitled, under the trust instru- 
ment, to the source from which the dividend 
is declared. It is an attempt to achieve jus- 
tice between the trust parties, even at the 
cost of much effort. Courts applying the 
doctrine have faced many practical diff- 
culties. The causes of these difficulties may 
be briefly stated. (1) The legal distinction 
between stockholders’ rights in their cor- 
poration and the ownership of corporate 
property is put aside.* The question is under- 


7 The early leading case in which the rule was first 
enunciated is Earp’s Appeal, 28 Pa. 368 (1857), where 
the court said: “... [the life tenants]... have no 
right whatever to claim the ‘income’ which had accumu- 
lated before his death ... It is equally clear that the 
profits arising since the death of the testator are ‘in- 
come’ within the meaning of the will and should be dis- 
tributed among the... [life tenants] ... The omis- 
sion to distribute . . . [the profit] . . . as it is accumu- 
lated, makes no change in its ownership. The distribu- 
tion of it among the shareholders in the form of new 
certificates has no effect whatever upon the equitable 
right to it . . . Its character cannot be changed by the 
evidences given to secure it” (at p: 374). In another 
early case, the Pennsylvania court declared: “ . . . earn- 
ings . . . of stock made after death are income and not 
capital, even though in form of capital by the issue of 
new stock. Equity, seeking the substance of things, 

... [finds] . . . that the new stock was but a product 
and was therefore income . . . a right incidental to the 
stock...” (Witbank’s Appeal, 64 Pa. 256 (1870). 
The principle upon which these two cases was decided 
has since been treated as settled in Pennsylvania. For 
other states now following the general principle, see, 
supra, note 4. 

The American Law Institute in its Restatement of the 
Law of Trusts (1935), sec. 236, adopted the rule and for- 
mulated it as follows: “Except as otherwise provi 
by the terms of the trust ... (b) Extraordinary divi- 
dends declared during the period . . . [of life tenancy] 

. .. whether in cash or in shares of the corporation or 
in other property, are income to the extent . . . that 
they are declared out of earnings of the corporation 
which accrued subsequent to the creation of the trust 
or the acquisition of the shares by the trustee.” 

8 This viewpoint is an interesting contrast to the 
modern trend in legal thought toward the depersonali- 
zation of the ownership of corporate property. As s 
by one observer. ““The depersonalization of the owner 
ship simultaneously implies the objectification of the 
thing owned... The enterprise assumes an 
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Stock Dividends in 


stood to be not what effect a stock dividend, 
or any other dividend, has upon the cor- 
poration, but what effect the dividend has 
upon the equitable rights of the parties to 
the trust arising out of the trust instrument.°® 
In equity, the life tenant is the owner of 
the income and the remainderman is the 
owner of the principal or corpus. (2) Because 
a stock dividend may represent profits 
earned before as well as during the trust, a 
feature of the doctrine as applied is the ap- 
portionment of a particular stock dividend 
between life tenant and remainderman. This 
has required inquiry into the financial and 
earnings affairs of the corporation paying 
the stock dividend, often covering a period 
of years. 

Apportionment to the courts has meant, 
as a practical problem, (1) the allotment to 
the remainderman of a portion of the divi- 
dend stock sufficient to preserve the value 
of the trust stock when first acquired by 
the trust and (2) the award of the remaining 
dividend stock, if any is left, to the life 
tenant.'° For this purpose, stock dividends 


pendent life, as if it belonged to no one; it takes an ob- 
jective existence . . . [a necessary part of the concept is] 
... the detachment of the property from the posses- 
sor...” (From an address by W. Rathenau, quoted 
in Berle, A. A., Jr., and Means, G. C., The Modern 
Corporation and Private Property (1982), p. 35%. The 
point is stressed here because adherents to the so-called 
Massachusetts rule, discussed below, utilize the opposite 
viewpoint, admittedly in closer step with the modern 
trend of the legal concept of the corporation, to support 
their doctrine. 
_ *“A surplus . . . of a corporation, even though not 
income for the shareholder, is potentially ... [the 
source]. . . of income. The declaration of a stock divi- 
dend destroys this potential income, and turns surplus 
into capital... Did... [the settlor of the trust, 
tecting that income therefrom be paid to his wife or 
child with remainder upon death to others] . . . mean 
in thus apportioning his estate that potential income 
might be cut down through the vote of corporate 
managers so that the beneficiary never could resort to 
it, and principal increased to the profit of the remain- 
dermen, perhaps unknown or unborn? We have thought 
that the intention would be best promoted if the fund 
thus permanently diverted were included in a gift of 
income.” Equitable Trust Co. v. Prentice, 250 N.Y. 1, 
8, 164 N.E. 728, 724, (1928). 

“'...the action of the corporation does not bind 
the life tenant and remainderman . . . either can always 
show the true nature and source of the dividend in spite 

any action or declaration of the corporation.” In re 
Heaton’ s Estate, 89 Vt. 550, 563, 96 Atl. 21, 27 (1915). 
clear statement of the apportionment principle 
is contained in the following: “If a company declares a 
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are classed into two groups, ordinary and 
extraordinary." Ordinary stock dividends 
are awarded to the life tenant without in- 
quiring whether apportionment is necessary, 
the presumption being that such dividends 
are declared from current earnings. This 
leaves extraordinary stock dividends as 
alone subject to apportionment. The pro- 
cedure generally is to value the trust stock 
at two dates—the date when it was received 
or acquired for the trust and the date fol- 
lowing the declaration of the dividend—in 
order to determine the increment or decre- 
ment for the interim period.” If the value 
at the latter date is less than that at the 
former (known as “intact value’), a suffi- 
cient portion of the dividend stock is allotted 
to the corpus as, together with the stock on 
which the dividend was declared, will result 
to keep intact the original value of the trust 
stock. The remaining shares of the dividend 
stock are allotted to income. If the value at 
the later date is greater than the value at 


dividend . . . a court of equity . . . will apportion the 
dividend between the life tenant and remainderman in 
such a way as to maintain intact the principal of the 
estate, only giving the balance to the life tenant.” 

cKeown’s Estate, 263 Pa. 78, 84, 106 Atl. 189, 191 
(1919). For application of the principle to a specific 
case, see infra, note 28, last schedule. 

1 The dividing line between these two groups is un- 
certain. The following definition in a recent decision, in 
accord with the Pennsylvania rule, though referring to 
an ordinary dividend paid in cash, may throw light on 
what is meant by an ordinary dividend, cash or stock: 
“*.. [By ordinary dividend is meant]. . . dividends 
regularly declared at uniform intervals and rates here- 
tofore or customarily used.” Opperman’s Estate (No. 1) 
319 Pa. 455, 464, 179 Atl. 729, 734, (1935): The issue 
of ordinary v. extraordinary stock dividend has not 
been judicially determined by the courts following the 
Pennsylvania doctrine, probably because the practice 
of recurrent, small stock dividend payments has not as 
yet created a clash of interests, between parties to a 
trust, great enough to justify court action. The question 
has, however, arisen in Rhode Island and in New York 
and is discussed below in connection with the Massa- 
chusetts rule. 

12 This method of approach to the problem is clearly 
not the same as tracing each dividend to its source, 7.e., 
to the profits from which the dividend was declared, 
although that is fundamentally what the general doc- 
trine would seem to require. One effect of the method 
as actually applied is to award dividends from earnings 
made during the life of the trust to corpus if this is 
necessary to make up previous losses that have reduced 
the surplus below the amount that existed when the 
trust began, i.e., the surplus going into the calculation 
of “intact value.” 
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the earlier date, the whole of the dividend 
stock is allotted to income.” 

The valuation basis used at the two im- 
portant dates has not been uniform over the 
years. In Earp’s Appeal, decided in 1857 and 
the leading case on the Pennsylvania rule, 
the basis used was market value. The in- 
crease in the market value of the trust stock 
as originally received or acquired over the 
market value after the dividend was de- 
clared was deemed to belong to the life 
tenant, and the dividend stock was divided 
accordingly. This basis continued until 
1877, when, in Moss’s Appeal,“ the same 


18 New Jersey courts have applied the general doc- 
trine in a way that is different from the above. The prin- 
ciple here is that a life tenant is entitled to only that 
portion of earnings made during his tenancy which is 
actually transferred from surplus to capital stock by 
means of the stock dividend. In operation, this has 
meant that the dividend stock in its entirety is awarded 
to corpus, but a charge against the corpus in favor of the 
life tenant is set up in the amount of the capitalized 
surplus earned during the tenancy. The amount due 
to the life tenant is then paid out of trust funds or by 
selling a sufficient portion of the dividend stock. In 
Plainfield Trust Co. v. Bowlby, 107 N.J. Eq. 68, 71, 151 
Atl. 545, 546 (1930), the court said: “ . . . the evidence 
shows that the stock dividend was not declared solely 
out of earnings since testator’s death” and then pro- 
ceeded to make the apportionment as follows: “‘ . . . [of 
the] . . . stock dividend of $10,773,000 . . . $7,805,576.06 

. Was earnings since March 3lst, 1923 . . . the bal- 
ance...was...from...principal on that date. 
Therefore, if March 31st, 1923, had been the date of 
the creation of the trust ... [actual date was March 
2d, 1923] ...and March 3lst, 1924, the date of the 
declaration of the stock dividend . . . [actual date was 
March 5, 1924]... the stock dividend would be ap- 
portionable . . . in the ratio of $7,805,576.06 to $2, 967,- 
423.94... the correct figures for... [the actual]... 
dates must . . . be obtained, or worked out from the. . . 
evidence in order to find the proper ratio... The... 
stock dividend goes to corpus, subject to a change in 
favor of the life tenants for the amounts due them, 
which can be raised and paid by a sale of so much of 
the .. . [dividend] . .. stock as is necessary for that 
purpose.” 

4 The stock acquired by the trust consisted of 540 
shares having a market value of $67,500 or $125 per 
share. This stock was called in by the company later 
and replaced by 1,350 shares of new stock which had a 
market value of $108,000 or $80 per share. Enough new 
stock was allotted to the trust to preserve the market 
value of the stock held by the testator at the time of his 
death (844 shares at $80 per share, amounting to $67,- 
500). The remainder of the new shares (506 shares at 
$80 per share) representing a market value of $40,500 
was awarded to the income beneficiary. Earp’s Appeal, 
28 Pa. 368 (1857). 

8 Moss’s Appeal, 83 Pa. 264 (1877). In this case the 
trust held 100 shares of a company which desired to 
double its capital stock. To this end, the new stock was 


court discarded market value in favor of 
book value. Beginning with this case, book 
values at the two dates of comparison came 
to represent the basis generally used.!’ The 


offered to old stockholders at a price which would en- 
able them to maintain their equity under the new condi- 
tion. The trustees sold enough of the “rights” to be able 
to pay in full for 40 new shares, which were awarded te 
corpus because the combined old and new stock repre- 
sented the same book value that existed before thein- 
crease in capital stock was effected. Referring to market 
value, the basis used in prior decisions, the court — 
“A more uncertain rule could not well be imagined . , 

a judicial decree should go down through the s 
sands of the stock market until it reaches the solid rock 
of actual values’’ (presumably book value). (At p. 271,) 

16 In calculating book value, use is made of the last 
balance sheet of the company. Allowance for the period 
between date when trust began and date of last state. 
ment is made by averaging earnings of the year in ques- 
tion on a per diem basis. See Flinn’s Estate, 310 Pa, 
206, 165 Atl. 31 (1932). 

An exception to book value is made where the stock 
in question is purchased for the trust instead of acquired 
from settlor. In the former case, purchase price is taken 
as intact value to be preserved for the remaindermen. 
Since purchase price is market value, the latter basis is 
thus used under the circumstance mentioned. See 
Hostetter’ s Trust, 319 Pa. 572, 181 Atl. 567 (1935). Asto 
preferred stock, intact value should be represented by 
redemption price where received from settlor. If pur- 
chased, intact value should be amount paid. The re- 
ported cases have dealt with common stock only. 

17 See the cases listed below, which are representative 
rather than exhaustive. 

Pennsylvania 

Smith’s Estate, 140 Pa. 344, 21 Atl. 438 (1891); 
Stokes’ Estate, 240 Pa. 277, 87 Atl. 971 (1913); Me 
Keown’s Estate, 263 Pa. 78, 106 Atl. 189 (1919); Flac 
cus’s Estate, 283 Pa. 185, 129 Atl. 74 (1925); re Flinn, 
320 Pa. 15, 181 Atl. 492 (1935). 

California 

Estate of Duffill, 180 Cal. 748, 183 Pac. 337 (1919); 
Estate of Gartenlaub, 185 Cal. 375, 197 Pac. 90 (1921); 
Principle reasserted in re Schnur, 32 Pac. (2d) 970, (1934), 
which dealt with stock rights. 

Maryland 

‘oard v. Safe Deposit & Trust Co. 122 Md. 476, 89 
Atl. 724 (1914); Northern Central Dividend cases, 1% 
Md. 16, 94 Atl. 338 (1915); Miller v. Safe Deposit and 
Trust Co., 127 Md. 610, 96 Atl. 766 (1916); Baldwin ». 
Baldwin, 159 Md. 175, 150 Atl. 282 (1930). 
Minnesota 

Goodwin v. McGaughy, 108 Minn. 248, 122, N.W.6 
(1909). 

New Hampshire 

Holbrook v. Holbrook, 74 N.H. 201, 66 Atl. 124 (1907). 
New Jersey 

Van Doren v. Olden, 19 N. J. Eq. 176, 97 Am. Dee. 
650 (1868); Ballantine v. Young, 79 N. J. Eq. 70, 81 
Atl. 119 (1911); Hagedorn v. Arens, 106 N. J. Eq. 377, 
150 Atl. 5 (1930). Plainfield Trust Co. v. Bowlby, 107 
N. J. Eq. 68, 151 Atl. 545 (1930). 

New York 

This state has shifted from one rule to another over 

the years. Before 1913, the decisions followed the Ken- 
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Stock Dividends in 


courts have repeatedly declared, however, 
that “actual’’ value, not book value, was the 
real basis sought, the latter being merely 
prima facie evidence of “actual” value. To 
this end they have evinced a willingness to 
adjust reported book values in order to pro- 
duce a more nearly accurate figure, if a 
trust party raised the question.'* Until com- 
paratively recently, this willingness did not 
materialize into the adoption of a different 
standard, for the courts contented them- 


tucky rule. From 1913 to 1926, the Pennsylvania rule 
prevailed. In the latter year, the Massachusetts rule 
was adopted by statute (see New York laws, 1926, ch. 
843). This law was not made retroactive, however, and 
covers trust instruments created since 1926. As a result, 
decisions since the law was passed have continued to 
use the Pennsylvania doctrine in cases involving trusts 
in existence before the 1926 law was enacted. For cases 
inaccord with the Pennsylvania rule see: In re Harteau, 
204 N.Y. 292, 97 N.E. 726 (1912); In re Osborne, 209 
N.Y. 450, 103 N.E. 723 (1913); Pratt ». Ladd, 253 N.Y. 
213, 170 N.E. 895 (1930), Matter of Jackson, 258 N.Y. 
981, 179 N.E. 496 (1932); and In re Hagen, 262 N.Y. 
$01, 186 N.E. 792 (1933). 

Wisconsin 

Sochnlein v. Sochnlein, 146 Wis. 330, 131 N.W. 739 
(1911); Estate of Dittmer, 197 Wis. 304, 222 N.W. 323 
(1928); State ex rel Coykendal v. Karel, 215 Wis. 505, 
255 N.W. 132 (1934). 

18The statements given below are representative 
selections on the point. Note the use of the terms “‘ac- 
tual” value, “intrinsic” value, and “real” value, as 
synonyms. 

Smith’s Estate, 140 Pa. 344, 21 Atl. 438, 440 (1891): 
“It is the intrinsic value of the shares . . . at the death 
of the testator, and at the time of the increase of the 
stock, which governs... the apportionment . . . mar- 
= value may aid in the ascertainment of the actual 
value...” 

Boyer’s Appeal, 224 Pa. 144, 152, 73 Atl. 320, 323 
(1909): The court disagreed with the method of com- 
puting intact value used by the auditor, declaring “the 
auditor apparently took no account of either actual 
value or market value... he. . . [therefore] . . . missed 
the real point of the inquiry.” 

Stokes’ Estate (No. 1) 240 Pa. 277, 285, 87 Atl. 971, 
974 (1913): “It is the actual value of the shares, or 
their intrinsic value that is to be ascertained from the 
best methods at command as of the date of the death 
of the testator.” 

Packer’s Estate (No. 1) 291, Pa. 194, 197, 139 Atl. 
867 (1927): “Neither market value, nor any other 
value than the actual or intact value of the shares is of 
any moment in determining how ... [the apportion- 
ment}... is to be made...” 

Baird’s Estate, 299 Pa. 39, 42, 148 Atl. 907, 908 
(1930): “*. . . intact value is actual, intrinsic, liquidat- 
ing or book value, but the customary standard is 
-.+ book value. The prima facie standard of measure- 
ment ... is book value . . . unless it can be established 


that the elements making up the book value are not 
true values.” 
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selves with reported book values as a basis 
for making apportionments. 

Within the past ten years reported book 
value has been subject to several types of 
adjustments. The departures are justified as 
leading to a “fairer” intact value, to be pre- 
served for the remaindermen. Dickenson’s 
Estate, decided in 1926,'* represents the first 
attempt in this direction. In this case the 
court adjusted the book value to be left in- 
tact by giving effect in the calculations to 
two events that occurred subsequent to the 
commencement of the trust. One was an 
extraordinary loss suffered by the company, 
the burden of which was divided between 
life tenant and remainderment. The other 
involved paid-in surplus arising from sale of 
capital stock in excess of par value, which 
was added in its entirety to the interest of 
the remainderman.”° Dickenson’s Estate rep- 
resents the application of the long-expressed 
willingness of courts following the Pennsyl- 
vania doctrine to take account of the actual 
facts, even if this required going “behind 
the corporate bookkeeping.” The case also 
established the propriety of a moving as well 
as a fixed date as the time for the determina- 
tion of intact value.” 


19 285 Pa. 449, 132 Atl. 352. 

20 The trust stock was that of a fire insurance com- 
pany. Six years after the trust began, the company suf- 
fered and paid a heavy loss, caused by the great fire of 
San Francisco in 1906. The effect of this loss was to re- 
duce the book value of the trust stock to below that ex- 
isting at date of intact value. In later years, the com- 
pany sold additional stock at a premium, crediting the 
amount of the premium to “contributed surplus.’”’ The 
court divided the fire loss between corpus and income by 
charging against income enough of the loss so as to 
absorb earnings between date trust began and date loss 
was paid, the remainder of the loss being charged against 
the intact value of the stock. This intact value was fur- 
ther adjusted by adding thereto the full amount of pre- 
miums received on capital stock sold by the company. In 
other words, the book value at date trust began was (1) 

reased by a portion of the fire loss and (2) increased 
by the capital stock premium. After this adjusted intact 
value was determined, the calculation proceeded as in 
earlier cases, and the dividend stock was divided ac- 
cordingly. 

21 In re Hagen 262 N.Y. 301, 186 N.E. 792 (1933) is 
another illustration where the intact value used to pre- 
serve remainderman’s interest was calculated as of a 
date subsequent to creation of trust. The reported facts 
and decision are as follows: A Trust, created on Janu- 
ary 13, 1917, included 814 shares of preferred stock 
(General Baking Company). The preferred stock had a 
par value per share of $100, and carried a dividend rate 
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Two other types of adjustments of reported 
book value have been made in Pennsylvania 
cases. In Baird’s Estate, decided in 1930,” 
the court directed an upward revision of in- 
tact value to reflect company’s correction of 
prior year’s earnings due to excessive depre- 
ciation recorded. Company’s correction was 
shown to change book value as originally 
calculated for purpose of establishing intact 
value of the trust stock. In Flinn’s Estate, 
decided in 1935,” the court approved an 
upward revision of intact value to reflect 
company’s earnings from contracts under 
performance when trust was set up, but not 
completed until some time later. Company’s 
practice was not to take up profits until com- 
pletion of contracts, but this was held inef- 
fective for the purpose of calculating intact 
value of the trust stock. The earnings on 
the contract in question were estimated up 
to the time when trust began and the re- 
ported book value was accordingly changed 


of 7% and participation right with common stock in 
other dividends after a 7% dividend payment on the 
common stock. On January 1, 1922, company offered a 
plan whereby one share of preferred stock could be ex- 
changed for one share of new no-par preferred stock 
“paying 8%,” but without a participation right, and 
one share of no-par common stock. The trustees made 
the exchange. In December, 1922, a 200% stock divi- 
dend was declared on the common stock, the trustees 
receiving 1,628 shares of dividend stock. The dividend 
was declared from earnings since the creation of the 
trust in 1917. Held, that the intact value to be preserved 
for corpus was the book value of the common stock at 
December 31, 1921, just before the exchange of stock 
took place, which amounted to $37, 670.29 (814 shares 
at $46.28 per share). After the stock dividend, the book 
value per share of common stock decreased to $22.02. 
But the trustees possessed 2,422 shares with a book 
value of $22.02 per share, or a total of $53,771.37. The 
difference between $37,670.29 and $53,771.37, or $16,- 
101.08, was held to represent 1922 earnings allocable to 
life tenant. Accordingly, 731 shares of the dividend 
stock (the result of dividing $16,101.08 by $22.02) was 
awarded to life tenant and remainder, 1628-731 or 897, 
given to corpus. “All this seems perfectly clear,’’ stated 
the court (at p. 305, N.Y. 793 N.E.), “if we take Janu- 
ary 1, 1922, as the date for valuing the trust instead of 
January 13, 1917, or, in other words, if we consider the 
exchange of stock as a material increase in capital in- 
vestment and not in the nature of a stock dividend.” 
The reasoning in support was that the participation and 
conversion right attributable to old preferred stock was 
part of the corpus turned over to the trust when it was 
set up. That these rights did not enter into the apprais- 
ment at that time was because “probably no one could 
make the estimate.” 
22 299 Pa. 39, 148 Atl. 907. 
23 $20 Pa. 15, 181 Atl. 492. 


in order to arrive at the new basis for in- 
tact value. 

The future may see more stock dividend 
cases showing adjustment of reported book 
values to reflect (a) company’s errors of ac- 
counting’ and (b) segregation of elements 
between capital gains and losses and income 
gains and losses occurring during the term 
of the trust.”5 The issue between capital and 
income gains and losses is, however, less 
likely to arise in stock dividend cases than 
in cases involving the sale of trust stock.* 
There is a tendency to regard as income 
gain, subject to the rule of apportionment, 
any item of earned surplus.?’ Under author- 


%* “Ordinarily the courts will accept the company’s 
... method. . . as correct when it is done in good faith, 
and the presumption would be that it is so done; the 
burden of showing the contrary is on the party asserting 
a — Estate, 299 Pa. 39, 42, 148 Atl. 907, 908 
(19380). 

% The decision in Dickinson's Estate, discussed 
above, is only partial authority on this point. This is 
due to the treatment of the fire loss. As stated in the dis- 
senting opinion of this case, the division of the fire loss 
between the trust parties was a compromise prompted 
by a desire to effect a just result between the parties 
rather than to segregate a capital loss from an operating 
loss. (See pp. 456-460, Pa. 354-355, Atl. of the decision). 
Presumably if the loss had occurred at a time when the 
earnings since the trust was set up were sufficient to 
absorb it, the entire loss would have been deemed as 
properly chargeable against income. 

The treatment of the capitalization of the paid-in 
surplus through the stock dividend is, on the other 
hand, in accord with the general principle stated in the 
decision. 

The principle of adjusting intact value of stock orig 
inally going into a trust to reflect subsequent capital 
gains and losses, has been reaffirmed in decisions appeat- 
ing after Dickinson’s Estate. See, ¢.g., Nirdlingers 
Estate, 290 Pa. 457, 139, Atl. 200, (1927); Packer's 
Estate (No. 1), 291 Pa. 194, 139 Atl. 867, (1927); and 
Waterhouse’s Estate, 308 Pa. 422, 428, 162 Atl. 29, 
296 (1932), where the court said: “Intact value may be 
increased by stock purchases . . . [through taking up 
stock rights] . . . contributed surplus or any other capr 
tal increase not attributable to earnings, and it is sub 
ject to capital losses. The burden of lowering or raising 
an intact value . . . lies on the party asserting it.” But 
neither extraordinary losses or paid-in surplus, 
issues in Dickinson’s Estate, were involved in the fore 
going cases. 

6 The latter situation has served as the setting fora 
number of court actions, all of them involving the 
lem of distinguishing between appreciation of the trust 
stock due to earnings and that arising from other fac 
tors of enhancement. See, ¢.g., Nirdlinger’s Estate, @ 
Pa. 457, 139 Atl. 200 (1927); Waterhouse’s Estate, 908 
Pa., 422, 162 Atl. 295 (1932). F 

27 In one of the few stock dividend cases involving 
the problem, four items appearing since formation 
trust were at issue as to whether they were capital # 
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Stock Dividends in 


ity of Dickinson’s Estate, paid-in surplus is 
regarded as capital gain.** Lack of decisions 
makes the status of appraisal surplus, the 


income: (1) In a consolidation of railroad companies 
transferee company set up as earned surplus the iden- 
tical amount carried in a like account on transferor’s 
books; (2) profit from sale of capital assets; (3) an 
earned surplus reserve; and (4) compensation from 

vernment when railroad reverted to private control 
after the World War. All four items were deemed in- 
come items, the court declaring “‘. . . profits derived 
from miscellaneous sources . . . [i.¢., from sources other 
than regular operations]... are... attributable to 
earned surplus,”’ and “dividends, both cash and stock, 
may be paid out of them” which dividends are subject 
tothe rule of apportionment. Chauncey’s Estate, 303 Pa. 
441, 448, 154 Atl. 814 (1931). cf. the decision in a very 
early case, Vinton’s Appeal, 99 Pa. 434 (1882), where 
cash dividends from profits on the sale of a capital 
asset (franchise) was awarded to corpus. The decision 
in Vinton’s Appeal is thus no longer followed. 

In Pratt v. Ladd, 253 N.Y. 213, 170 N.E. 895 (1930), 
the stock dividend declared was from profits which an 
English oil company had realized by paying off an Ameri- 
can loan at a foreign exchange rate lower than that 
which prevailed when the loan was originally made. 
Declaring that a distinction between extra-ordinary 
profits and ordinary profits is unsound, the court 
awarded the dividend stock to the life tenants, appor- 
tionment not being necessary. 

In the Matter of Jackson, 258 N.Y. 281, 179 N.E. 
496 (1982), profit on sale of a capital asset (land) was 
not distinguished from other realized profits and the 
dividend stock declared therefrom was awarded to the 
life tenant, apportionment not being necessary. 

* The court’s technique for treating an item of in- 
crease as principal or income is, of course, by adding 
capital items to book value at the beginning of the trust 
to arrive at the new intact value to be preserved for 
the benefit of the remainderman; by implication the 
remainder of the items belong to income, which are 
measured by the excess of the book value after the 
stock dividend is declared over the stated intact value. 

The foregoing may be illustrated by the calculations 
made in Bullitt’s Estate, 308 Pa. 413, 421, 162 Atl. 288, 
291 (1982) 

I. Calculation of Intact Value 


Number 
: of Intact 
Particulars Shares Value 
Trust set up in 1902 included 1,150 
shares of common stock of Vir- 
ginia Coal and Iron Co., which 
had a book value per share at 
that time of $145.93 
334% stock dividend received in 
1918 added to corpus on express 
Waiver agreement executed by 
life tenants concerned: 383 
shares at $218.83 per share, 
which was the book value per 
share after the stock dividend... 
Cost of 62 shares purchased (date 
hot given) at $239.29 per share. . 62 


1,595 $266,272.59 


1,150 $167,814.79 


383 83,621.54 


14, 836.26 
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third main category of surplus, still uncer- 
tain. 


THE MASSACHUSETTS RULE 


Under the Massachusetts Rule the form 
of the dividend rather than its source is 
controlling. Dividends paid in cash are con- 
sidered income and awarded to life tenant. 
Dividends paid in own stock are considered 
capital and awarded to remainderman.”* The 


Add: 
Paid-in surplus alloca- 
ble to 1,595 shares 
at $20.31 pershare. $32,394.45 
Other capital gains 
(explanations not 
given) allocable to 
1,595 shares at 
$5.7004 per share. . 


41,486.58 


Adjusted intact value 
($192.92 per share) 1,595 $307,759.17 
II. Apportionment of Stock Dividend of 100% 
Number of shares 
held in trust. . . 


Add: 100% stock 


1,595 


Num- 
ber Amount 
of per 
Shares Share 
Book value after 100% 
stock dividend received 
in 1 3,190 $121.09 $386,289.54 
Intact value as adjusted. 2,542 192.92 307,759.17 


Difference-allocable 
life tenants 


Total 


648 121.09 $ 78,530.37 
Life tenants received 648 shares of the dividend stock 
plus $61.75 in cash. 

29 The rule was stated in the following words in the 
leading case of Minot v. Paine, 99 Mass. 101, 108, 96 
Amer. Dec. 705, 708 (1868): “Cash dividends, however 
large, .. . [are] . . . income, and stock dividends, how- 
ever made, . . . [are] . . . capital.” 

The commissioners on uniform state laws in decidin 
to follow the Massachusetts rule in their pro 
Uniform Principal and Income Act formulated the rule 
in the following words: “‘All dividends on shares of a 
corporation forming a part of the principal which are 
payable in the shares of the corporation shall be deemed 
principal . . . all dividends payable otherwise than in 
the shares of the corporation itself, including ordinary 
and extraordinary dividends . . . shall be demed income 
... Uniform Principal and Income Act (1931), Sec- 
tion (5) (1). 

For cases following the general rule, see the list 
given below, which is representative rather than ex- 
haustive. 
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reasoning underlying the general rule, so far 
as it affects stock dividends, proceeds along 
two main lines: (1) soundness of principle 
and (2) ease of application. As to the first, 
stock dividends are deemed to represent a 
capital transaction when viewed from the 
standpoint of either the corporation or the 
stockholder. This is because there is (a) no 
severance of assets from corporate property 
and therefore (b) no realization of gain by 
stockholder. It is pointed out that a corpora- 
tion has the power to retain its earnings or to 


Connecticut 

Mills v. Britton, 64 Conn. 4, 29 Atl. 231 (1894). 
Green v. Bissell, 79 Conn. 547, 65 Atl. 1056 (1907). In 
re Mead’s Estate, 149 Atl. 846, 111, Conn. 325 (1930). 
See also Conn. Rev. Stat. (1918) sec. 5041 (specifically 
adopting the Massachusetts rule as to stock dividends). 
But note exception stated in the statute, that stock 
dividends will go to life tenant if the corporation “‘mak- 
ing such dividend shall expressly declare the same to 
be made from the earnings of the corporation since the 
formation of the trust.”’ 
Georgia 

The adoption of the Massachusetts rule in this juris- 
diction is by statute. Ga. Ann. Code (Park, 1914), sec. 
3667. Also see Jackson v. Maddoz, 1386 Ga. 31, 70 S.E. 
875 (1911); McHenry v. McHenry, 152 Ga. 105, 108 
S.E. 522 (1921). 
Illinois 

DeKoven ». Alsop, 205 Ill. $09, 68 N.E. 930 (1903). 
Eastman v. State Bank of Chicago, 259 Ill. App. 607 
(1983). 
Indiana 

Powell v. Madison Safe Deposit and Trust Co., 208, 
Ind. 482, 196 N.E. 324 (1935). 
Maine 

Richardson v. Richardson, 75 Me. 570, 46 Am. Rep. 
428 (1883). Thatcher v. Thatcher, 117 Me. 331, 104 Atl. 
515 (1918). 
Massachusetts 

Minot v. Paine, 99 Mass. 108, 96 Am. Dec. 705 (1868). 
Old Colony Trust Co. v. Oleonda, 256 Mass. 179, 152 
N.E. 52, (1926). In re Ball’s Estate, 167 N.E. 338, 268, 
Mass. 260 (1929). 
Michigan 

In re Joy's Estate, 247 Mich. 418, 225 N.W. 878 
(1929). Settled rule formerly left in doubt by Mackellar 
v. Stibbins, 244 Mich. 170, 221 N.W. 275 (1928). 
Missouri 

Hayes v. St. Louis Union Trust Co., 317 Mo. 1028, 
298 S.W. 91 (1927). McDonald v. O’ Day, 319 Mo. 857, 
5 S.W. (2nd) 374 (1928). Robert . Mercantile Trust Co., 
23 S.W. (2nd) 32, $324, Mo. 314 (1929). Principle reas- 
serted in Selleck v. Hawley, 331 Mo. 1038, 56 S.W. (2d), 
387 (19382). 
Nebraska 

U. S. Trust Co. v. Corwin, 121 Neb. 427, 237 N.W. 
284 (1931). 
New York 

By legislation in 1926, Massachusetts rule was 
adopted in respect of stock dividends upon all stock 
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distribute them as dividends.*° If earnings 
are retained, they may be left in their 
original classification or transferred on the 
books to capital and additional stock issued. 


held in trusts created after May 17, 1926. Laws of New 
York (1926) ch. 843 (to amend sec. 17a of the Personal 
Property Law). People ex rel Clark v. Gilchrist, 243 N.Y, 
173, 153 N.E. 39 (1926). Equitable Trust Co. v. Prentice, 
250 N.Y. 1, 164 N.E. 723 (1928). 
North Carolina 

Humphrey v. Lang, 169 N.C. 601, 86, S.E. 526 (1915). 
Ohio 

Lamb v. Lehman, 110 Ohio St. 59, 143 N.E. 276 
(1924). 
Rhode Island 

Brown’s Petition, 14 R.I. 371, 51 Am. Rep. 397 
(1884). Newport Trust Co. v. Van Rensselaer, 32 R.1. 
231, 78 Atl. 1009 (1911). Rhode Island Hospital Trust 
Co.v. Tucker, 51 R.1. 507, 155 Atl. 661 (1931). 
West Virginia 

Security Trust Co. v. Rammelsburg, 82 W.Va. 701, 
97 S.E. 122 (1918). 
Federal 

Gibbons v. Mahon, 136 U.S. 549, 34 L.Ed. 525, 10 
S.Ct. 1057 (1890). Palmer v. Pullman Co., 252 Fed. 
286 (1918). Buder v. Franz, 27 Fed. (2d) 101 (C.C.A. 
8th, 1928). 


so“ the earnings... are the property of the 
corporation ... unless and until distributed as divi- 
dends . . . directors may ... distribute . . . [them] 
...or transfer... [them]... to capital... .” Lamb 
v. Lehman, 110 Ohio St. 59, 66, 143 N.E. 276, 278 
(1924). 

The distinction between stockholder’s right in the 
corporate property and ownership of corporate prop- 
erty—an important distinction in the reasoning of 
supporters of the Massachusetts rule—is well stated in 
the following: “This distinction . . . is familiar and well 
settled. The ownership ...is in the corporation... 
not in the holders of shares of its stock. The interest of 
each share holder consists in the right to a Laeger 
ate part of the profits whenever dividends are declared 
...and to like proportion of the property . . . upon 
dissolution, after payment of its debts. “Gibbons ». 
Mahon, 136 U. S. 549, 557 (1890). 

A needless complication is often introduced in the 
argument regarding the corporation’s discretionary 
power to distribute or withhold earnings. It is asser 
that action of the corporation in transferring earnings 
to capital through a stock dividend is ample evidence 
of corporation’s intention to have the dividend treated 
as a capital transaction. See, ¢.g., Powell v. Madison 
Safe Deposit and Trust Co., 208 Ind. 432, 443-445, 196 
N.E. 324, 329 (1935). A classic statement of this point 
in an English decision made in 1868 is often q 
with approval by American courts following the Massa 
chusetts rule: “The dividend to which a tenant for life 
is entitled is the dividend which the company chooses to 
declare... Where the company... [has]... 
... [it]... will not divide its money, but turn it all 
into capital, capital it must be from that time.” Re 
Burton’s Estate, L.R. 5 Eq. 238. It is submitted, how 
ever, that it is not corporate intention which con 
whether a dividend is income or capital but the effect of 
corporate action on the stockholder. 
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It is argued that the two alternatives where 
earnings are retained are indistinguishable 
in their basic facts. The corporation parts 
with no property and incurs no new obliga- 
tion. Its financial condition after the stock 
dividend is the same as it was before.*! 
Stock dividends are capital, it is asserted, 
when viewed also from their effect upon the 
stockholder’s position. The stockholder re- 
ceives a new paper evidence of an interest 
which was already his prior to the dividend. 
The dividend stock increases the number of 
shares held, but since the result is a dilution 
of the shares as they existed before, his pro- 
portionate interest in the corporation re- 
mains the same. The interest represented by 
a share of capital stock is a capital interest, 
and it remains so irrespective of the altera- 
tion in the paper evidence that represents 
that interest.*2 Moreover, a stock dividend 
lacks the requisite of realization, which is 


1 “A dividend is something with which the corpora- 
tion parts, but it parts with nothing in issuing . . . new 
stock.” Opinion of the lower court quoted with approv- 
al in Gibbons v. Mahon, 136 U. S. 549, 568 (1890). 

“...accumulated earnings, so long as they are 
held . . . by the corporation, being part of its corporate 
property, it follows that the interest therein, repre- 
sented by each share, is capital...” (at p. 558) “A 
stock dividend really takes nothing from the property 
of the corporation...Its property is not dimin- 
ished... . After such a dividend, as before, the cor- 
poration has the title in all the corporate property ...” 
(at p. 559). Gibbons v. Mahon, 136 U. S. 549 (1890). 

“A stock dividend does not work a severance of . . . 
assets. What belonged to the corporation still remains 
such.” In re Joy, 247 Mich, 418, 426, 225 N.W. 878, 
881 (1929). 

_ ® “Certificates of stock are simply the representa- 
tive of the interest ... in the corporation . . . Before 
the issue of the new shares... [the stockholder]... 
ad precisely the same interest .. . in the . . . corpora- 
tion, that she held afterwards. She merely had a new 
representative of an interest ... already owned, and 
which was not increased by the issue of the new shares.” 
Opinion of the lower court quoted with approval in 

poOns v. Mahon, 136 U. S. 549, 569 (1890). 

A stock dividend . . . adds nothing to the interests 
of the shareholders . . . their interests are not increased. 
After such a dividend, as before... the aggregate 
interest . . . of all the shareholders are aaa b 
the whole number of shares; and the proportional in- 
terest of each shareholder remains the same. The only 
change is in the evidence that represents that interest, 

new shares and the original shares together repre- 
senting the same proportional interest that the original 
shares represented before the issue of the new ones.” 

sv. Mahon, 136 U.S. 549, 559-560 (1890). For 
® more recent statement of the same view by the same 
court, see McDonald v. Maxwell, 274 U.S. 91, 98 (1927). 
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considered essential for the existence of in- 
come.* 

The general rule is also justified on the 
ground that it is a comparatively simple rule 
for trustees to follow. The question is stated 
to be simply, was the dividend paid in cash 
or in stock?* The difficulties confronted in 
applying the principle of apportionment, an 


33 “‘Far from being a realization of profits of the stock- 
holder, it tends rather to postpone such realization, in 
that the fund represented by the new stock has been 
transferred from surplus to capital, and no longer is 
available for actual distribution.” From Eisner v. Ma- 
comber, 252 U. S. 189 (1920), dealing with the income 
tax phase of the question, quoted with approval in 
re Joy, 247 Mich. 418, 429, 225 N.W. 878, 882 (1929). 

4 “Tt was not pretended that this rule . . . was the 
ideal rule of reason; . . . or one which would accomplish 
justice under all circumstances. What has been claimed 
for it is that its general application . . . would prove 
more beneficent in its consequences... and... lead 
to results more . . . just and equitable, than would the 
application of any other rule or any attempt to go be- 
hind the . . . dividend to search out and discover the 
equities of each case according to some theoretical 
See Smith ». Dana, 77 Conn. 548, 60 Atl. 117, 119 

1905). 

The adoption of the rule for the proposed Uniform 
Principal and Income Act was supported by the follow- 
ing statement in the prefatory note of the commissioners 
who drafted it: “The aim followed ...is that of as 
simple and convenient administration . . . as is consist- 
ent with fairness to all beneficiaries . . . workable rules 
are after all nearest the settlor’s probable intent, for he 
has not probably contemplated extensive and i 
bookkeeping adjustments of the property he has des- 
tined for his donees . . . [consequently] ... the Con- 
ference voted to follow the so-called Massachusetts 
rule...” Uniform Principal and Income Act (1931), 
3-4 


“When governed by... [the Massachusetts rule] 
. .. a trustee may always be certain that he is right in 


the disbursements made by him.” In re Joy, 247 Mich. 
418, 423, 225 N.W. 878, 880 (1929). 
..[we adopt]...the Massachusetts rule, 


which we feel to be sound in principle, and which has 
the advantage of simplicity in operation.” Powell ». 
Madison Safe Deposit and Trust Co, 208 Ind. 432, 449, 
196 N.E. 324, 331 (1935). 

“ ,. it is impractical for courts to ascertain what 
has been earned by the corporation after the time of an 
investment by a trustee, so as to determine accurately 
the income upon the investment for the purposes of an 
exact adjudgment of the rights and interests of the life 
tenants and remaindermen. It is necessary to resort to 
some simple, arbitrary rule, and this which has been 
adopted works in most cases... with substantial 
equity.” Lynn v. Pratt, 183 Mass. 58, 61, 66 N.E. 423, 
424 (1903). te 

“When a testator may so easily express his intent 
. . . his failure to do so should not impose upon a trustee 
the necessity of securing decision by . . . [judicial] . . . 
review . . . before he can safely e disbursement of 
the dividend received by him.” Hayes o. St. Louis Union 
Trust Co., 317 Mo. 1028, 1041, 298 S.W. 91, 96 (1927). 
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important feature of the Pennsylvania rule 
discussed above, are thus avoided.*§ 

In operation, the general rule has given 
rise to a number of qualifications by reason 
of practical difficulties faced.** These quali- 
fications deal mostly with the distinction be- 
tween what is essentially a stock dividend 
and what it is not. That this distinction is 
important under a rule which makes the 
form of the dividend the criterion for its 
allocation to income or corpus is apparent. 
(1) Dividends paid in cash or own stock at 
option of stockholder are awarded to income 
even though the election is to take stock. The 
reason given is that the dividend is in reality 
a cash dividend which is applied to the pur- 
chase of stock.*” (2) Dividends paid in cash 
but subject to agreement between stock- 
holder and corporation that the cash be used 
for the purchase of stock are awarded to 
corpus. The ground here is that the stock- 


% Insofar as both the Pennsylvania and Massachu- 
setts rules as to stock dividends rely on logical reasoning 
for support, it is interesting to note the different under- 
lying concept which each has adopted as to the nature 
of the corpus or principal that is being conserved for 
the benefit of the remainderman. Under the Pennsyl- 
vania rule, it is the stated value of the corpus stock, not 
the stock itself, that is to be conserved. Under the 
Massachusetts rule, it is the corpus stock, not its value, 
that is to be conserved. The following illuminating state- 
ment of the point is made in the stock dividend case of 
Hayes v. St. Louis Union Trust Co., 317 Mo. 1028, 
1043, 298 S.W. 91, 97 (1927) : “What is the principal or 
corpus of the estate in cases of this kind? Is it the cor- 
porate stock, itself, or its value at a given time? Un- 
doubtedly the former. If the trust were land, the fact 
would be clear.” It is apparent that under this view the 
stock may increase or decrease in terms of money value 
without fluctuation in income corresponding to such 
changes. Income is measured by applying a different 
test such as the test of realization. These two opposing 
concepts are discussed at length in Isaacs, N., Principal- 
Quantum or Res? (1933), 46 Harvard L. R. 776. 

% The qualifications discussed here relate to those 
affecting stock dividends only. As to cash dividends, 
see, e.g., Heard v. Eldredge, 109 Mass. 258, 12 Amer. 
Rep. 687 (1872) (whether source of cash dividend is 
earnings or accretion of capital held important, the 
instant case involving the latter—dividends from pro- 
ceeds of sale of property under eminent domain—which 
was awarded to corpus); Citizens and Southern Nat'l 
Bank v. Fleming, 181 Ga. 116, 181 S.E. 768 (1935) (if 
large cash dividend is from earnings which for the most 
part was earned prior to commencement of trust, the 
dividend goes to the remaindermen (corpus)); for hold- 
ing similar to Fleming case see Rhode Island Hospital 
Trust Co. v. Peckham, 42 R.I. 365, 107 Atl. 209 (1919). 

37 Smith v. Cotting, 231 Mass. 42, 120 N.E. 177 
en Hyde v. Holmes, 198 Mass. 287, 84 N.E. 318 

1908). 
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holders are compelled to take stock, which 
is the same as though the dividend resoly- 
tion originally directed a payment in stock. 
(3) The general rule has been extended to 
cover dividends paid in preferred stock to 
holders of preferred stock for the purpose of 
eliminating dividends in arrears.*® (4) The 
question of extraordinary versus ordinary 
stock dividends has but recently been raised, 
the cases dating from 1931. Two of the three 
reported cases have awarded small, recur- 
rent stock dividends to corpus. The ground 
stated is that, logically, the tests of (a) 
severance of assets and (b) realization of 
gain are applicable to any stock dividend, 
large or small.*° In the third case, the award 
was to income.*! The reasoning and the cir- 


38 Dalland v. Williams, 101 Mass. 571 (1869) (Cash 
dividend declared, but at the same time stockholders 
were offered new stock; held that Company had no cash 
to pay the dividend; that the stock was offered to exist- 
ing stockholders at so much less than market value that 
“no prudent man would avail himself of” the cash 
dividend and that the option was of no significance); 
see also Rand v. Hubbell, 115 Mass. 461, 15 Am. Rep. 
121 (1874) (dividend resolution required the applica- 
tion of the cash to purchase of new stock). 

39 Gardner v. Gardner, 212 Mass. 508, 99 N.E. 171 
(1912) (dividend stock identical with stock on which 
issued). Coolidge v. Grant, 251 Mass. 352, 146 NLE. 
719 (1925) (prior preference stock issued as dividend 
on existing preferred stock). 

No trust cases are reported involving the payment 
of common stock dividends to preferred stockholders 
or preferred stock dividends to common stockholders. 
If such dividends are involved in cases reaching the 
Federal courts in the future, they may be consi 
income and awarded to life beneficiary in view of the 
trend of decisions of the Federal courts in income tar 
cases covering similar situations. See Kerrigan, H. D., 
“Taxability of Stock Dividends under Federal and State 
Laws” (1936), 11 Accountine Review, 373. The 
Federal courts have generally adopted the Massachu- 
setts rule in stock dividend cases involving life tenants 
and remainderman. 

49 See Rhode Island Hospital Co. v. Tucker, 51 RL 
507, 155 Atl. 661 (1931), reh’g. 52 R.I. 277, 160 Atl. 
465 (1982) (involved stock dividends received from the 
North American Company and the Middle West Utili- 
ties Company, neither of which had paid any cash divi- 
dends but had paid regular stock dividends over the 
period represented); Eastman v. State Bank of Chi 
259 Ill. App. 607 (1931), certiorari denied, 259 | 
App. XIV (1931) (company adopted policy of paying 
5% stock dividend, in addition to the usual cash divi 
dend, “for any year when the earnings are sufficient to 
warrant it and the needs of the corporation require the 
retention ...of ...earnings;...” [at p. 609]). 

“In re Villard’s Will, 264 N.Y.S. 236 (1933) (im- 
volved stock of the North American Company, W 
had not paid cash dividends, but had paid quarterly 
stock dividends declared from current earnings). 
court (at p. 238) quoted with approval the following deé- 
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cumstances of this case may be briefly 
stated. The case involved a clarification of 
a New York statute against the accumula- 
tion of income, which follows generally the 
Massachusetts rule as to stock dividends.* 
The statute was held to apply only to extraor- 
dinary stock dividends. This was because 
the court believed that the law was passed 
to overcome Matter of Osborne (1913),® 
which adopted the Pennsylvania rule and 
which concerned extraordinary stock divi- 
dends. Another and independent reason for 
the decision was “the presumable and de- 
clared intention” of the settlor to have ordi- 
nary stock dividends be treated as income.“ 
The decision did not attempt to formulate 
a definitive concept of income that would 
distinguish small, recurrent stock dividends 
from large, occasional ones.“ 


THE KENTUCKY RULE 


Under this rule, all dividends received by 
the trustee are treated as income and 
awarded to the life beneficiary. This is so 
irrespective of (1) the form in which the 
dividend is paid, (2) the time of earnings 
from which the dividend is declared and (3) 
the amount involved. Hence stock divi- 
dends, large or small, go to the life benefi- 
ciary.“ The sole qualification is that the divi- 


dend shall in fact be declared from earn- 
ings.‘” Stock dividends declared from paid-in 
surplus or appraisal surplus are accordingly 
deemed capital transactions and allotted to 
corpus.** Decisions following the rule are 


tucky courts. See e.g., Cox v. Gaulbert, 148 Ky. 407, 
147 S.W. 25 (1912); Goff v. Evans, 217 Ky. 664, 290 S.W. 
490 (1927); and Hubley v. Wolfe, 259 Ky. 574, 82 S.W. 
(2d) 880 (1935), here the principle was reasserted as 
follows (at p. 582, Ky. 834 S.W.) ... Where. . . divi- 
dends are declared and paid, whether in cash or stock, 
during the life interest and represent stock earnings, 
past or current, as distinguished from capital, they are 
to be awarded, in their entirety, to income, without re- 
to whether they are essentially stock or cash divi- 
ds, or whether the earnings were accumulated 
wholly before or wholly after the commencement of the 
life interest, or y before and partly after the com- 
mencement of that interest.” 

Until 1918 the Kentucky rule guided the settlement 
of trust dividend cases in New York courts. For cases 
involving stock dividends, see, ¢.g., McLouth o. Hunt, 
154 N.Y. 179, 48 N.E. 548 (1897); Lowry v. Farmers 
Loan and Trust Co., 172 N.Y. 137, 64 N.E. 796 (1902). 
Gs gga v. Buffalo Car Mfg. Co., 75 N.Y.S. 428 

1902). 

The Kentucky rule has been adopted by Delaware 
courts. A limitation of the rule is, however, observed 
in that dividends, cash or stock, are awarded to life 
beneficiary “provided that the principal of the trust . . . 
[of stock} . ..is not diminished thereby.” Bryan v. 
Aiken, 10 Del. ch. 446, 472, 86 Alt. 674, 685 (1913). 
In the case just cited, the whole of the stock dividend 
was awarded to life beneficiary. See DuPont v. Peyton, 
15 Del. ch. 255, 136 Atl. 149 (1927). The facts and hold- 
ing were as follows: New company was organized in 
1915 to take over net assets of old company, which 
received cash, common stock and debentures therefore; 


nition of ordinary stock dividends stated in Matter of 
Osborne (in fra, note 43); “The dividends unusually 
declared by corporations are the ordinary dividends 
such as are declared from year to year or at other regu- 
lar dividend periods. Extraordinary dividends are the 
exception.” 

“New York Personnel Property Law, sec. 17-a 
(effective May 17, 1926): “Unless otherwise provided 
in... instrument . . . any dividend which shall be pay- 
able in the stock of the corporation . . . shall be prin- 
cipal and not income of such trust’’ (New York Laws, 
1926, ch. 843), 

* 209 N.Y. 450, 103 N.E. 723. 

“The holding represents a departure from the 
Massachusetts rule which is concededly more of a 
rule of expedience than a rule of reason. The result 
will doubtless work to balance more evenly the equities 
of the situation where the trust stock is that of a com- 
pany in the practice of issuing small stock dividends 
regularly. 

“For an attempt in this direction, see Hoxsey, 
J. M. B., “Accounting For Investors” (1930), 50 J. 
Accountancy, 269-276. 

“ The leading case is Hite v. Hite, 93 Ky. 257, 20 
S.W. 778 (1892), where it was stated at 267, Ky. 
780 S.W.) “If the dividend be in fact a profit, although 

lared in stock, it should be held to be income.” 
This principle has been consistently applied in Ken- 


old company then declared a 200% stock dividend pay- 
able in new company stock. Held that the transfer of 
net assets was in effect a re-organization of old com- 
pany, and that the stock dividend must be considered 
the same as if issued in old company’s own stock. The 
court also noted that the surplus of old company was 
sufficient only for a 100% dividend and directed that 
only one-half of the stock dividend therefore be allotted 
to income (the 200% stock dividend on old company 
stock in stock of new company was made possible b 
revaluation of assets transferred from old company). 
Later new | oy id stock dividends declared from 
its earnings. ividends were awarded as income 
to life beneficiary. 

41 Hite v. Hite actually awarded the stock dividend 
in question to corpus on the ground that it was de- 
clared from profits on sale of real estate which the com- 
pany owned at the time the trust was set up. The 
specific question has not been raised in subsequent 
cases. It is submitted that a distinction between the 
different sources of earned surplus from which dividends 
are declared tends to defeat the general purpose of the 
Kentucky rule as a rule of practical reas: se and 
contradicts the declaration that no inquiry is made, 
under the rule, as to when the profits were realized. 

48 The statements in the decisions are dicta, no cases 
reported involving surplus other than earned lus. 
For a representative statement see v. Wolfe, 
259 Ky. 574, 581, 82 S.W. (2d), 830, 883 (1935). 
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comparatively few and are now limited to 
two states, Kentucky and Delaware.*® The 
courts observing the rule justify it on the 
ground that it is a simple rule for trustees 
to follow.*° The Kentucky supreme court, 
in a recent case, stated that the rule can be 
abrogated by statute if the legislature de- 
sired, but that until then the stare decisis 
doctrine compelled it to continue to observe 
the rule. 


SUMMARY 


It may be profitable to conclude this sur- 
vey by drawing from the detailed discus- 
sion some of the more fundamental points 
reviewed. There is agreement among all 
three rules that express intention of settlor 
is controlling as to what is capital and what 
is income. There is also agreement that the 
question of income on trust stock does not 
rise until a dividend is declared. Corporate 
earnings are uniformly held to constitute 
principal until declared as a dividend.” The 
point of departure is in the treatment of the 
dividend. The theory and reasons behind the 
Pennsylvania rule are spun into a frame- 
work of doctrine that is a compound of logic 
and equity. A dividend, irrespective of its 
form, is viewed as occasioning a realignment 
of the interests of two parties in one fund. 


49 See supra, note 46. 

50 “The difficulty . . . [attending inquiry into time 
and source of earnings from which stock dividend is 
declared during life tenancy]... are the reasons for 
this rule...” Hite v. Hite, 93 Ky. 257, 265, 20 S.W. 
778, 779 (1892). 

The decisions are also not lacking in other reasons 
for the support of the rule. These are, in substance, the 
arguments given to defend the so-called Pennsylvania 
rule, discussed above at pp. 4 ff. The apportionment 
feature is avoided not because it is objectionable in prin- 
ciple, but because it is difficult to apply in practice. 

51 “*A rule established for many years should be 
changed, if at all, by the legislature . . . we are led to 
conclude that ... [the rule]...is not to be either 
modified or abandoned, either out of consideration of 
fairness or of a more enlightened declaration of more 
salutary and juridical principles, but that we must suf- 
fer our opinion to rest in harmony with our previous 
decisions .. .”” Hubley v. Wolfe, 259 Ky. 574, 584-585, 
82S.W. (2d), 830, 835 (1935). 

52 But note that under the Pennsylvania and Ken- 
tucky rules the time of dividend declaration not only 
occasions inquiry but leads to the determination and 
allocation of income which may, as in the case of stock 
dividends, represent corporate earnings still in posses- 
sion of the corporation. 
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The declaration of the dividend is accord- 
ingly considered as an appropriate time to 
measure the income derived from the use 
of the fund. Although the formula used 
under the general rule varies, the basic prin- 
ciple is that income is the accretion to the 
stated value of the fund and is measurable 
by comparison of the stated value of the 
fund with its value after the declaration of 
the dividend in question. The exception to 
this principle is that some distinction is at- 
tempted between so-called capital and in- 
come accretions. Where a stock dividend is 
involved, the increment is allocated to the 
income beneficiary in stock instead of 
money. The stock dividend may, however, in 
part be allocated to the invested capital in 
order to keep its stated value undiluted and 
intact. In its application, this rule requires 
the service of accountants for the analysis 
of the financial reports of the company in 
which the trust stock is held. Examination 
of a company’s affairs, sometimes covering 
a number of years, is often unavoidable 
where book figures are questioned by a trust 
party. 

The other two rules attempt to solve the 
problem as simply as possible. The Massa- 
chusetts rule draws support also on the 
ground that it is based on sound, economic 
reasoning. Insofar as the rule affects stock 
dividends, stress is laid on the requisite of 
realization as a criterion of income. There 
must not only be an accretion to a given 
quantum of invested capital, but the accre- 
tion must be severed from it and be received 
or drawn for the benefit of the recipient. If 
a company pays the dividend by parting 
with some of its assets or by issuing evi- 
dences of indebtedness, the requisite of 
realization is considered fulfilled. The test 
of realization is held not fulfilled in the case 
of a stock dividend. An exception to this 
basic principle was seen in the attempt of 
the New York court to distinguish small 
stock dividends, declared with more or less 
regularity, from large stock dividends de- 
clared only occasionally. It is doubted if 
other jurisdictions committed to the Massa- 
chusetts rule will follow New York in this 
matter. 
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proposals are being made which may 

bring about a complete reorganiza- 
tion in public accounting practice. These 
proposals may be sound. They may lead to 
a public accounting renaissance. They may, 
in fact accomplish the thing that all account- 
ants have for years eagerly sought—higher 
standards in public accounting. But cer- 
tainly these proposals should be analyzed 
and they should be subjected to the acid 
test of intelligent and far-seeing considera- 
tion. 

We are, of course, familiar with the new 
educational standards which will go into 
effect in New York State next year. New 
York State, operating through the Regents, 
proposes to limit further entry to the ac- 
counting profession to college graduates. 

No one can say that this comes as a sur- 
prise to the accounting profession. It is the 
natural outgrowth of a movement that has 
been brewing ever since it became obvious 
that some kind of educational qualification, 
other than mere high school graduation, 
should be required of candidates for the 
C.P.A. examination. There is of course no 
question as to the advisability of requiring 
a candidate to show evidence of special 
training, especially in the subjects covered 
in the examination, but it does not neces- 
sarily follow that such training should be, 
in every case, obtained in “college,” to the 
exclusion of reputable schools whose courses 
are taught in evening classes or by corre- 
spondence. 

The collegiate requirement has been a 
matter for discussion in professional ad- 
dresses and professional journals. In the 
January, 1935, issue of The Journal of Ac- 
countancy appeared an article by Warren 
W. Nissley in which he advocated requiring 
a college degree from applicants for the 
C.P.A. certificate. In June, 1935, The Jour- 


_This paper is based on a pamphlet written by Mr. 
Gilman for International Accountants Society, Inc., 
and is reprinted with his permission. 
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IS COLLEGE THE ONLY WAY? 


STEPHEN GILMAN 


nal of Accountancy presented an editorial on 
“The Collegiate Requirement.” At various 
times during recent years this proposal has 
been discussed in issues of the AccouNTING 
Review, the official publication of organized 
accounting instructors. 

The Report of the Committee on Educa- 
tion of the American Institute of Account- 
ants, dated September 12, 1936, is almost 
entirely concerned with the collegiate re- 
quirement. A few significant excerpts from 
that report are given here: 


“... New York State has set higher require- 
ments, effective as of January 1, 1938, including 
graduation from a four-year collegiate course with 
a prescribed quantitative content of courses in ac- 
countancy, law, finance and economics, as well as 
a liberal amount of cultural courses. As compared 
with the other professions, in this particular, ac- 
countancy ranks very low.” 

“Tn accordance with that instruction your com- 
mittee presents the following recommendations: 


1. That it is the matured judgment of the Council 
of the American Institute of Accountants that, 
in view of the character of the work of public 
accountants and the responsibilities placed on 
them, four years of collegiate training beyond 
the high school should constitute a minimum 
educational requirement for successful prac- 
tice of professional accountancy. 


2. That the four-year course of collegiate training 
prescribed under ‘1’ above—constituting 120 
semester hours,! as commonly reckoned—shall 
consist of: 

a. 60 semester hours devoted to cultural 
subjects 

b. 60 semester hours devoted to professional 

subjects 

3. That the 60 semester hours of professional 
training—whether received in a separate pro- 
fessional school or as separate courses in the 
college—shall consist of: 

a. Courses in accounting—comprising prin- 
ciples of accounting, auditing, systems, 


1 The semester hour may be defined as 1 hour of 
lecture or class recitation per week throughout a semes- 
ter of at least 15 weeks. Two hours of laboratory work 
are usually rated as the equivalent of 1 hour of “lecture 
work. 
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financial reports and their interpretation, 
and related subjects. . . 38 semester hours 


b. Courses business 


“ “ 


ce. Courses in finance.... 8 


d. Courses in economics. 6 


Note.—It is to be understood that the above 
divisions and titles are to be given liberal inter- 
pretation; e.g., the courses in ‘business law’ 
may well include a course in income taxes; 
courses in ‘finance,’ courses in banking, cor- 
poration finance, investments, corporate reor- 
ganization, etc.; courses in ‘economics,’ courses 
in marketing, statistics, business organization, 
labor and personnel problems, etc. 

4. That the committee on education attempt to 
develop, formulate, and present in their 1937 
report a set of standards—covering at least: 
(a) courses and their content; (b) faculty per- 
sonnel; (c) library and laboratory equipment; 
and (d) financial resources—to be used as a 
basis for measuring or rating the various 
schools offering professional training in ac- 
countancy. 

5. That beginning with the scholastic year 1939- 
1940, the committee on education establish 
ratings of the various schools offering profes- 
sional accountancy training courses. 

6. That the American Institute of Accountants 
inaugurate, by such means as may be appro- 
priate, a movement among all the states to 
secure amendments of their statutes to set up 
higher educational requirements for certifica- 
tion. 


This report was signed by Professor Roy 
B. Kester of Columbia University, Associate 
Professor Jacob S. Taylor of Ohio State Uni- 
versity, Professor George E. Bennett of Syra- 
cuse University, and Mr. Warren W. Nis- 
sley, member of the firm, Arthur Young & 
Co., New York. 

A minority report was submitted by Mr. 
Homer S. Pace, well known to all account- 
ants as a practitioner and as the head of a 
large residence school of accounting in New 
York City. 

In other states this collegiate requirement 
is being vigorously promoted by one or more 
of the following groups: 


1. Various university teachers and instructors. 
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2. Certain organized non-certified public ac. 
countants. 

3. Some national firms of public accountants, 

4. Certified Public Accounts who have become 
concerned as to the small proportion of suc. 
cessful candidates in C.P.A. examinations, 

5. Other Certified Public Accountants, not or- 
ganized, who are convinced that the ac. 
counting profession should follow the path 
blazed by the legal and the medical profes- 


sions. 


It would be most unfair to ascribe all of 
this sponsorship to self-interest. The mo- 
tives of these various groups are mixed. It 
is quite natural for university teachers to 
have complete faith in their own work. It 
cannot be said that the sponsorship of this 
movement by professors and instructors in 
accounting is wholly due to self-interest. 

The sponsorship of this movement by an 
organized group of non-certified public ac- 
countants represents a seeming contradic- 
tion. In Ohio, bills have recently been intro- 
duced in both the House and the Senate. 
Without going into technical exposition, 
these bills for all practical purposes will 
“open the doors.”’ They are not waiver bills, 
but the effect will be that of waiver since 
the bills provide for a sliding scale of exami- 
nation credits. Should these bills pass, at 
least some non-certified public accountants 
in Ohio could obtain their C.P.A. certificates 
by passing the C.P.A. examination with a 
25% grade. The sponsors of these bills evi- 
dently felt the need of throwing a sop to 
present holders of Ohio certificates and 
therefore included in these bills a future 
four-year collegiate requirement. It is the 
old story with which we have been familiar 
for years—open the door wide now and then 
nail it shut against the next generation. 

Insofar as some of the national firms are 
concerned, it is probably true that the New 
York developments have put them in a dis- 
agreeable situation, making it almost neces 
sary for them to favor any movement which 
will bring about reciprocity between New 
York State and other states in the Union 
where they have resident partners. A great 
majority of Certified Public Accountants are 
not interested in reciprocity with New York. 
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But the situation with respect to some of the 
national firms may be entirely different. 

Many accountants justifiably believe that 
the disparity between the number who sit 
for the C.P.A. examination and the number 
who successfully pass the examination is en- 
tirely too large. They feel with considerable 
justice that many who sit for the examina- 
tion are not educationally qualified. With 
this feeling I heartily agree. Naturally, how- 
ever, | cannot endorse the view that better- 
ment of educational standards is possible 
through only one type of educational agency. 

Nor in this connection should we overlook 
the belief held by many accountants that 
part of the difficulty is chargeable against 
the examination. As editor of the Questions 
and Answers Department of The Certified 
Public Accountant, I had opportunity to 
scrutinize many C.P.A. problems. Unques- 
tionably some of them are not realistic. 

Furthermore, it is impossible to travel 
around the United States meeting account- 
ants without realizing that there are en- 
tirely too many instances reported where 
young and relatively inexperienced men are 
passing examinations while older men, some 
of them engaged in important public ac- 
counting work, have been unsuccessful. And 
again it is not uncommon to hear a practicing 
Certified Public Accountant say, “I am glad I 
didn’t have to pass that C.P.A. examina- 
tion,” referring to a recent one given in his 
state. 

If C.P.A. examinations are not realistic 
and do not represent a fair cross section of 
what the public accountant must actually 
encounter in his day-by-day practice, then 
the cure perhaps may be found in the ap- 
pointment of a representative research group 
to study the situation, not in giving candi- 
dates special training to fit them for present 
examinations. 

We also find a great many Certified Public 
Accountants who favor the collegiate re- 
quirement because of honest belief that it 
will raise public accounting standards or that 
entry into the profession should be made 
more difficult in order to “spread the work” 
among present certificate holders. 

I am naturally suggesting that arguments 
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in favor of the collegiate requirement be 
taken with a grain of salt. Since I have been 
for many years interested in correspondence 
instruction, you will also take my comments 
with a grain of salt. 

Admitting, therefore, that self-interest 
may be evident on both sides of this con- 
troversy, nevertheless there can be no harm 
in looking at the facts and hearing the evi- 
dence. 

Possibly the most powerful argument in 
favor of the collegiate requirement is based 
upon analogy with other professions. This 
argument is powerful because of its sincerity. 
But we must be careful not to carry analogy 
too far. In certain important respects ac- 
counting differs from other professions. This 
difference is most noticeable in relation to 
the use of junior help. While it is true that 
the medical profession has its internes and 
the legal profession has its law clerks, the 
professional use of internes and law clerks is 
quite different from the use of junior ac- 
countants. The doctor does not buy the time 
of internes at one price and sell their services 
to patients at another price. Nor does this 
type of trading in human effort occur in the 
legal profession. In neither the medical nor 
the legal profession is there the tremendous 
volume of routine detail and monotonous 
work that we find to be an inherent part of 
public accounting. The Certified Public Ac- 
countant cannot operate on any sizeable 
engagement without juniors. Where his en- 
gagement is a substantial one, the volume 
of detail work may necessitate the use of 
many junior accountants. 

Under our present system of operation 
young men are attracted into junior work 
in spite of the modest pay, the uninspiring 
detail, and frequent irregularity of employ- 
ment by one very powerful incentive—the 
incentive of the C.P.A. certificate. Over a 
period of years the public accounting pro- 
fession has succeeded in so influencing legis- 
lation as to make actual public accounting 
experience a prerequisite of the C.P.A. 
examination in many states. 

Because of this we have been able to 
attract and hold junior accountants. But 
these junior accountants from whose serv- 
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ices we have made money are seldom college 
graduates. The moment we add the col- 
legiate requirement to our laws, that very 
moment most of our junior accountants will 
have lost their main incentive. This, I be- 
lieve, is not a matter which can be lightly 
dismissed. If we no longer furnish the C.P.A. 
incentive to these non-college men, we must 
then do one of two things: 


1. Substantially increase junior salaries, or 
2. Recruit juniors only from college graduates. 


With respect to the first proposal little 
need be said. No doubt it will be possible, 
by offering higher salaries, to make junior 
work sufficiently attractive to compensate 
for the C.P.A. incentive we withdraw. It 
will then be necessary to compete on a dollar- 
for-dollar basis with industrial employers of 
accountants. The demand for young ac- 
countants in industry is bound to increase 
since we all know that the accounting work 
to be done is being multiplied as a result of 
governmental action. The demands of regu- 
latory bodies and taxing bodies, the require- 
ments of the Securities Exchange Commis- 
sion, the Robinson-Patman Act, the Social 
Security legislation, will inevitably increase 
the general demand for young men trained 
in accounting. Even on an equal income basis 
the non-college accountant will probably 
prefer private employment. With the C.P.A. 
incentive taken away, junior work will be 
singularly unattractive. 

The proposal to recruit juniors from col- 
lege graduates introduces certain interesting 
questions: 


1. Are there enough college graduates available 
for junior work? 

2. Are college graduates fitted by experience 
and temperament for junior work? 

8. Are college graduates educationally fitted 
for junior work? 


Outside of a few larger centers, where 
night classes of university grade are avail- 
able to men who must work during the day 
time, the cost in time and money required 
to secure university education is so great as 
to be prohibitive, in many cases. It therefore 
appears reasonable that the supply of col- 
lege graduates who have majored in account- 
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ing and who are willing to enter junior work 
will be severely limited for a number of years 
to come. 

Whether or not college graduates are 
fitted by temperament and experience for 
junior accounting work is an arguable point. 
There is a strong belief on the part of some 
well informed men, as evidenced by provi- 
sions in some of our state laws, that a college 
education is equivalent to a year or so of 
practical experience. Some interesting evi- 
dence bearing upon this point has been noted 
in a thesis dated April 14, 1933, entitled 
“Professional Accountancy Training in Col- 
legiate Schools of Business,” by Mervin 
Isaacs, C.P.A. (N. Y.), in partial fulfillment 
of the requirements for Ph.D., Columbia 
University. It is quite probable that the 
facts contained in this thesis are authentic. 
Such theses are ordinarily scrutinized with 
great care by the professors and instructors 
of the university. 

Mr. Isaacs, as part of his work, entered 
into a confidential relationship with a group 
of 28 Certified Public Accountants, 19 of 
whom were college graduates. He was satis- 
fied that this group of men represented a fair 
statistical sample of the accounting profes- 
sion. They coéperated with him by answer- 
ing numerous questions which he pro 
pounded. Concerning this group Mr. Isaacs 
says: 

The accountants who were interviewed, on the 
whole, stated that the colleges were not, in their 
opinion, giving adequate preparation in the prac- 
tical aspects of accountancy work. Too much em- 
phasis was placed on theory and form, not sufli- 
cient on the actual work which the accountant 
performs in the field. To quote but one example 
of the complaints made: 

“In the course of our practice we have had 
hundreds of college graduates apply for positions, 
and, with few exceptions, I might say they are 
totally unfit to begin work in an accountant’s 
office. They know how to prepare a complicated 
balance sheet and they know the theory of cost 
accounting and hundreds of other things; but 
they do not know how to begin the audit of 4 
simple set of books. 

“‘We know that the average accountant spends 
95% of his time in auditing; the student is taught 
how to value machinery, he knows the theory of 
depletion and depreciation, and he is taught all 
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about valuation of inventories and other assets. 
Why not include in such a course actual programs 
of audits of various types of establishments as 
they are used by representative accounting firms 
today?” 

This feeling on the part of employing account- 
ants seems to be well nigh universal. 


When we consider the matter of tempera- 
ment, it is probably necessary to do a little 
more theorizing. Mr. Warren W. Nissley, 
previously mentioned, developed a rather in- 
teresting angle in the February, 1937, issue 
of The Journal of Accountancy. Referring to 
the young man considering entry into the 
public accounting profession, Mr. Nissley 
says: 

... he will be working in close contact with 
employees of the client who constantly use the 
same tools as does the professional accountant. 
If the latter wishes to maintain their respect, he 
must be more adept in the use of these tools than 
they are. In that respect, the professional ac- 
countant is under a serious handicap as compared 
with a doctor or a lawyer, who use tools their 
clients do not understand. 


Carrying Mr. Nissley’s thought a little 
further, is it not going to be rather difficult 
for many college graduates to establish the 
right basis of contact with employees in a 
client’s accounting department, most of 
whom are not college graduates? Every pub- 
lic accountant is aware that clients’ em- 
ployees are constantly watching his men 
with friendly but critical eyes. It is always 
good for a quiet laugh when a public ac- 
countant’s representative shows unfamiliar- 
ity with some routine accounting matter or 
makes some error indicative of unfamiliarity 
with practical business. Perhaps you never 
make a mistake in adding up bridge scores, 
but if you ever did, you have probably suf- 
fered from a barrage of sarcasm. 

_ Undoubtedly the college graduate, if he 
is a little short on business experience or if 
he is impressed with his own importance and 
knowledge, will offer somewhat of a problem 
to the public accounting firm which sends 
him into a client’s office. The natural tend- 
ency of a youngster to throw a snowball at 
a silk hat reflects the same spirit as that of 
the non-college man toward the college 


graduate. Many wise teachers caution 
graduating classes on this very point, ad- 
monishing them to forget the fraternity pin, 
the class pipe, and reminiscenses of days on 
the dear old campus. 

The seasonal accounting peak also offers 
a real difficulty. College graduation is in 
June. Will the college graduate remain idle 
for several months in the hope of getting 
junior work when the busy season starts? 
Or will he be hired in June and carried over 
the duller months? 

Are college graduates educationally fitted 
for junior work? Fully admitting their 
knowledge of money and banking, statistical 
mathematics, advanced economics, and 
other important matters, does it necessarily 
follow that they are equipped to go into an 
unfamiliar office and check trial balances, 
verify footings and cross-footings, check ex- 
tensions, trace postings, make reconcilia- 
tions, construct analyses, lists, and sched- 
ules, index and cross-index working papers, 
and examine the wide variety of unfamiliar 
business documents included under the gen- 
eral heading of “vouching”’? 

There is a definite feeling among many 
university instructors in accounting against 
the “business college concept” of education. 
They believe it is the collegiate function to 
teach students how to think, give them a 
cultural background, and provide them with 
a broad business viewpoint. It is probable 
that the opinions of many college instructors 
are reflected in the words of Professor DR 
Scott, of the University of Missouri, who has 
said :? 

It seems to me to be a bad principle to insist 
that we as teachers of theory must follow practice. 


And again he said: 


Accounting techniques are continually in the 
process of development through use; hence any 
effort to base the teaching of accounting on prac- 
tice is discouraging—not to say hopeless. 


Furthermore we must face the fact, un- 
palatable though it may be, that the ac- 
counting instruction furnished by many col- 
leges is far from satisfactory. It would not 


2 Quoted in “Professional Accountancy Training in 
Collegiate Schools of Business.” 
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only be foolish but most ungrateful were I 
to condemn all class-room teaching of ac- 
counting. It would be foolish because it is 
well known that some of our educational 
institutions are doing remarkable work. It 
would be ungrateful and disloyal to some of 
my very close business associates who are 
noteworthy figures in collegiate education. 
But this should not blind us to the fact 
that many colleges are not adequately 
manned, particularly in their business 
courses. Professors and instructors generally 
are not C.P.A.’s of experience. Conceivably, 
some of them could not join a public account- 
ant’s staff and conduct junior work without 
showing an unfamiliarity with certain details 
that would appear absurd to a good junior ac- 
countant. Are we therefore to believe that a 
stream can rise higher than its source and 
that those who have studied with these men 
will be, in their early efforts, better practical 
accountants than the teachers themselves? 
Many skilled accountants are undoubtedly 
attracted to teaching through their love of 
the work itself. Others may be attracted by 
the longer summer vacation period enjoyed 
by college professors. Still others are proud 
of the prestige that a professorship carries. 
But common sense tells us that there must 
also be a great many who instruct in our 
residence schools for small salaries because 
they cannot make more money in practice. 
Professor G. E. Bennett of Syracuse Uni- 
versity, a member of the American Institute 
Committee on Education, has said: 


The first prerequisite of an accounting teacher 
beyond the rank of instructor ought to be the 
possession of a C.P.A. degree or license earned by 
passing a most difficult examination or an Ameri- 
can Institute of Accountants membership earned 
by the same means, 


To summarize, it appears that attempts 
are now being made to change the time- 
honored method of entering the public ac- 
counting profession followed by a great 
majority of the Certified Public Account- 
ants of the country, most of whom are not 
college-trained men. There are no adequate 
figures available as to just how many holders 
of the C.P.A. certificate are college-trained 
men, but it is interesting to learn from 
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Mervin Isaacs’ “Professional Accountancy 
Training in Collegiate Schools of Business” 
that the total of 874 persons, admitted to 
the American Institute of Accountants from 
1918 to 1928, was broken down as follows: 
Total admitted to American Institute during period .874 
Less: Educated abroad 


Educated in the United States 


College Graduates 
Non-college Graduates 


179 
680 


20.8% 
79.2% 

With two out of every ten of these men 
being college graduates and eight of them 
not being college graduates, does it not ap- 
pear that sponsors of the collegiate require- 
ment are attempting not a reform but a real 
revolution? 

It is not likely that collegiate requirement 
legislation will be enacted through efforts 
prompted by purely selfish interests. 

Rather, its chance of enactment appears 
to depend upon the seemingly logical reason- 
ing by analogy with other professions. And 
in this connection we may properly ask: 


1. Are conditions in the other professions so 
nearly ideal as to excite our envy? 

2. Are there important basic differences be- 
tween the profession of accounting and other 
professions? 


It is with the most profound respect for 
both law and medicine that we must con- 
sider this analogy. There are members of 
both professions who are numbered among 
the highest types of civilized men, but from 
the viewpoint of ethics, integrity, ability, 
and average income the accounting profes- 
sion has no need to apologize. Both the legal 
profession and the medical profession are 
now and always have been troubled by 
problems of ethics, problems of integrity, 
and problems of professional control. No 
longer ago than February 8 of this present 
year we find Time magazine reporting 4 
speech by Mr. Carl A. McCormick, of Buf- 
falo, N. Y., who “conceded that the prestige 
of the legal profession has been rapidly sink- 
ing in the public mind during the past quar- 
ter of a century.” Mr. McCormick should 
know. Time reports that his “job as a watch 
dog of the Western New York judicial dis- 
trict was created last year by the New York 
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The Examiner’s Point of View 


Legislature to check the qualification of bar 
candidates, investigate charges of unethical 
and illegal practices.” 

The medical profession, as we all know, 
has been troubled for years with professional 
problems which make those of public ac- 
countants appear trivial. 

Even if the analogy between the account- 
ing profession and the professions of law 
and medicine were correct, we might still 
hesitate to follow in their footsteps. But the 
analogy appears faulty when we give con- 
sideration to this matter of junior account- 
ants and the important differences in the 
status of the junior accountant on the one 
hand and that of the interne or the law 
clerk on the other. 

Let’s forget, if you please, the undemoc- 
racy of limiting entry to our profession 
only to men who through their own or their 
parent’s good fortune have been able to 
spend four years and several thousand dol- 
lars in university study. 

Let’s dismiss, if you please, the obvious 
fact that the young ambitious man who, 
denied a college education, has studied ac- 
counting at night school or by correspond- 
ence at the same time that he earned a living 
in a business office, is by his experience with 
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common office routines, common business 
papers, and common accounting operations 
far better fitted for the junior work of 
accounting. 

Let’s disregard, if you please, the history 
of our profession, which tells us that the 
successful promotion of drastic restrictive 
legislation is nearly always followed by rebel- 
lion among younger men who have been 
“shut out”—a rebellion often resulting in 
attempted adverse accountancy legislation. 

Let us refrain at this point from attempt- 
ing to formulate or define any constructive 
program for improving standards in the ac- 
counting profession. This is of course a task 
which must be undertaken sooner or later. 
Naturally it should be entrusted to some 
selected group of Certified Public Account- 
ants who have no special interest to foster 
but who will give dispassionate, unpreju- 
diced, and practical consideration to our 
problems of ethics and integrity, our prob- 
lems of examination, our problems of pro- 
fessional self-discipline, and last—but most 
certainly not least—our problems of profes- 
sional education and the methods whereby 
those who seek to enter public accounting 
may be assured of proper, practical, and 
realistic experience. 


THE EXAMINER’S POINT OF VIEW 


NorMAN E. WEBSTER 


results of the C.P.A. examinations. 
First there is the business community 
because of the customary use of accountancy 
services in the granting of credit. But ac- 
countancy goes much further than that. Es- 
tate and tax matters affect many who are not 
in business—retired men, women, children. 
The accountant’s work in the finding of facts 
may be a factor in court actions which are not 
primarily for money though they relate to 
it. Yes, the entire population of the State 
and of other states have an interest in the 
qualification of those to whom the State 
gives these certificates. 
Next perhaps is the interest of those in 
practice holding the certificate who individ- 


V ects people are interested in the 


ually and through their professional socie- 
ties are striving to maintain the position 
which the profession has attained and to ad- 
vance it still further in the esteem of the 
public. And that interest, though perhaps 
partly personal and selfish, is, I believe, in 
the main, altruistic in its ideals and aims. 
Then there are the educators, those or- 
ganized in the schools of business, both resi- 
dent and correspondence, those who give 
private instruction and conduct coaching 
courses, and those often overlooked in this 
connection, who as the employers of begin- 
ners in accountancy, direct their reading and 
of even more importance, give oral instruc- 
tion in principles as they explain the relation 
of the principles to the matter then in hand. 


) 
4 
] 
] 
] 
ir 
of 
it 
y 
0 
it 
a 
I- 
ld 
k 


112 The Accounting Review 


I am placing fourth the group which per- 
haps the students would place first—the stu- 
dents themselves. But in doing so I do not 
wish to belittle their interest in the examina- 
tions or to suggest that such interest is not 
proper and even essential and helpful. As 
to that I believe they and I would be in full 
agreement, unless possibly as to one aspect 
of that interest. I ought not to impute mo- 
tives or convictions to others, but it has 
seemed to me that some candidates for the 
certificate have been interested mainly or 
even solely in passing the examinations. My 
feeling is that their interest should be in the 
aspiration to reach the point in their educa- 
tion where they are confident that they are 
qualified to pass the examinations. To such 
a one the receipt of the certificate is only the 
publication to the world of a fact which he 
already knows. 

And lastly is the interest of the State and 
the Board of Certified Public Accountant 
Examiners. As to the candidates, this inter- 
est is largely impersonal because until after 
the examination we know the candidate 
only by a number. And yet our interest is 
not wholly academic. Behind the paper and 
ink of his answers we try to get some picture 
of the candidate himself, a person whose 
qualifications may be better or worse than 
the cold answers would indicate. 

It is not often that students get a chance 
to set questions for a C.P.A. examiner to 
answer. And just to show them that we too 
“can take it,” I submit the following an- 
swers to anumber of questions propounded 
by students of accountancy in the College 
of the City of New York. 


Q. How do you reconcile the disproportionate 
number of failures in the C.P.A. tests with 
the results in other professional examina- 
tions? 

. I do not reconcile them. I realize that to 
try to do so would be to attempt a compari- 
son of non-comparable matters. No doubt 
the question suggests a reconciliation of the 
results in accountancy with those in law, 
medicine, dentistry, teaching, engineering, 
architecture, etc. But as to those profes- 
sions, I have no statistics of the results in 
their examinations when those professions 
were less than 40 years old, when educa- 


tional facilities had been available for a stil] 
shorter period, when the proper scope of ex. 
aminations was still an undecided question, 
and when the candidates were partly school 
graduates with little practice experience, 
partly older experienced men with little 
school training, and partly each with all 
variations between those extremes. I do not 
try to reconcile the results because such a 
comparison would be misleading. 


. In view of the apparent fact that college 


graduates do no better than others, how do 
you account for the recent ruling in New 
York that after January 1, 1938, a college 
degree shall be a requirement? 


. The Legislature and Governor of the State 


of New York furnished the answer in 1999 
when they enacted and approved the 
amendment which now is Section 1498-a 
of the Education Law. Without consulting 
the Committee reports on the bill and the 
arguments pro and con that were made at 
that time, I surmise that the purpose of 
this amendment was to take another step 
in making accountancy a learned profes- 
sion. In that respect, the older professions 
are in advance of accountancy, partly at 
least because they are older. And since they 
are making progress as the years pass, ac- 
countancy will have to run its fastest if it is 
to catch up with them or even to hold its 
present relative position. 


Q. What value, if any, has a coaching course 


to an uncertain candidate? 


A. That is somewhat embarrassing. To say 


“little if any”’ would be to slur the work of 
excellent men. Because he is gone, I may 
mention Paul-Joseph Esquerre whose work 
was useful to candidates and the profession. 
On the other hand, to state that coaching 
courses should have value to any uncertain 
candidate would suggest that I was adver- 
tising them at the expense of the schools of 
business and other educational institutions. 
So, though I may appear to be straddling, 
I will give you my honest opinion that 4 
general answer is not possible. Of what is 
the candidate uncertain? If he realizes his 
weakness on any particular matter, coach- 
ing can help him. If he has a feeling of un- 
certainty as to his ability to say what he 
has learned, then he must conquer his fear; 
for that it is questionable whether a coach- 
ing course will do him much good. After all, 
the candiate must stand alone in examina 
tion as he will have to do all through life. 


Q 

Q. 

A. 


Q. 
A. 


The Examiner’s Point of View 


Should a candidate sit for the examination 
as soon as he is eligible to do so? 

Yes. However, like many categorical an- 
swers, that one needs explanation because 
you and I may not give the same meaning 
to the word “eligible” as used in the ques- 
tion. If it means as soon as he has the mini- 
mum qualification upon which the Board of 
Examiners will admit him to the examina- 
tion, than I shall have to qualify my an- 
swer. By eligible, I mean that in addition 
to those qualifications, the candidate is con- 
scious of his preparedness. What I mean 
may be difficult to make clear to you. There 
is a difference between knowing things and 
knowing that one knows them. An illustra- 
tion is that of a college graduate, who was 
the honor man, with two or three years ex- 
perience in public accountancy. Others of 
that staff were “‘trying” the examinations 
and failing partly or wholly. He waited an- 
other year, doing his reviewing alone. Then 
he sat in the examination and passed in all 
subjects. But he was a Scotchman and per- 
haps he did not wish to risk a second fee. 


. What general suggestions can you give for 


preparing for the C.P.A. examinations? 


. That deserves a Yankee answer with an- 


other question. Do you ask that question of 
your professors in preparation for the Col- 
lege examination? To me your question 
suggests that candidates are anxious as to 
the details of the examinations—will there be 
questions on costs, or estate accounting, or 
taxes, or on the details of businesses with 
which the candidates are not acquainted. 
There may be such questions but if a candi- 
date is well grounded, if he has the funda- 
mentals and some knowledge of their 
applications to particular statements of 
fact, he should not fear particular ques- 
tions. The only general suggestions I have 
to offer are: study fundamentals thoroughly; 
get some knowledge of many different kinds 
of business and business transactions; con- 
sider the applications of the former to the 
latter; write out for yourself your conclu- 
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sions; and then rate your own answers. 
Would you advise a candidate who has con- 
sistently failed, to take the examination in 
some state where it is somewhat easier to 
pass? 

Yes, if he admits to himself and the world 
that he is licked, and if he can look forward 
to going through life knowing that. Yes, if 
he is sure that he can select the state which 
has the easier examinations, though my be- 
lief is that some particular examinations in 
other states have been more difficult than 
the average one in New York. No, I would 
advise that candidate to examine himself as 
to why he fails. If he is too nervous, he must 
overcome that alone. If he fails to answer 
enough questions, he must budget his time. 
If he fails to get the meaning of the ques- 
tions, he must overcome his disposition to 
be superficial and to jump at conclusions. 
If he realizes that his educational prepara- 
tion is deficient, either generally or as to 
particular subjects, I should advise him to 
complete his education, by studying alone, 
by attendance at coaching classes, or by 
returning to school for regular courses. The 
candidate is preparing not merely for the 
examination but for his life work. 


Q. What is the best preparation for the exami- 


nation in practical accounting? 


. The answer is experience. Although more 


candidates fail in this subject than in any 
other, there are some who at their first or 
second trial are successful in practical ac- 
counting and auditing even though they 
may fail in law and theory. Almost without 
exception, they are men who have had good 
experience, usually not merely the required 
two years, but often five or ten years. In my 
opinion, the best way to prepare for prac- 
tical accounting—both the examination and 
the work itself—is to work at it under the 
guidance of an experienced practitioner. In 
that respect, and perhaps in that alone—the 
British apprenticeship system seems to be a 
good example for America to follow. 
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INSTRUCTION IN METHODS OF ACCOUNTING 
CONTROL: A SYMPOSIUM 


J. B. HECKERT AND OTHERS 


very large proportion of those stu- 
A dents who do their major work in 

accounting in our colleges and uni- 
versities ultimately find their way into the 
accounting departments of industrial, com- 
mercial, and financial concerns. Many others 
are ultimately engaged in production, sales, 
and financial activities to which accounting 
and statistical analysis has a close relation- 
ship. In the successful training of this group 
there devolves upon our instructional staffs 
an important responsibility for training not 
only in accounting principles but also in the 
methods of collection and use of accounting 
and statistical data for managerial control 
purposes. 

With the importance of this phase of ac- 
counting instruction in mind, a round-table 
discussion was organized at the annual meet- 
ing of the American Accounting Association 
in December, 1936, at which representatives 
of numerous schools were asked to make 
brief statements pertaining to the methods 
used in their institutions relative to such 
instruction. 

The questions to which particular atten- 
tion was directed were: 


1. The extent to which instruction in account- 
ing control methods can and should be in- 
troduced in such courses as beginning 
accounting, intermediate accounting, cost 
accounting, auditing, etc. 

. The content, organization, and methods 
suitable for special courses in managerial ac- 
counting. 


Brief summaries of the discussion as pre- 
pared by some of those participating are pre- 
sented herewith. 


H. F. Taaeart 


At the University of Michigan we have 
none of the special courses in accounting 


This collection of brief comments on the subject of 
accounting control is a digest of statements made at a 
roundtable at the annual meeting of the American Ac- 
counting Association on December 27, 1936. 


control that are mentioned in the agenda 
for this meeting, with the exception of ae. 
counting systems. We do, however, empha- 
size internal control in all of our accounting 
courses to whatever extent we consider it 
appropriate. 

In cost accounting, for example, it is not 
considered sufficient to call attention to the 
purposes of cost accounting on the first day 
of the course and then forget them for the 
balance of the semester. Instead, stress is 
laid on the control features of each phase 
of the cost accounting process, and one of 
the most cogent arguments in favor of par- 
ticular cost accounting methods is that they 
lend themselves better than possible alter- 
natives to the requirements of internal con- 
trol. 

The first semester of cost accounting is 
largely an old-fashioned course in factory 
costing methods, dealing with process and 
job-order costs and related topics. In the 
course of the discussion of these procedures 
I point out their relationship to two broad 
categories of control. The first is what might 
be called direct or primary control, the 
simplest example of which is what is gener- 
ally known as internal check on cash receipts 
and disbursements. For the cost accountant 
the most important examples of direct con- 
trol are inventory control, departmentaliza- 
tion of operations with accompanying place- 
ment of responsibility and check-up on per- 
formance, the development of standards, the 
establishment and administration of budg- 
ets, and the like. 

The second variety of control, which may 
be designated as indirect or secondary, is 
concerned with the adequate determination 
of product costs and the effects on general 
managerial policies which those costs may 
have. For example, the disclosure that the 
total cost of a certain product is too high in 
comparison to its current selling price wil 
lead to some appropriate action to remedy 
the condition, such as an effort to increase 
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the price, to decrease the cost, to discourage 
the sale of the product, to change its method 
of distribution, or possibly to abandon the 
product entirely. Obviously for the making 
of decisions of this character the product 
costs must be correct: otherwise the deci- 
sions will be based on false premises. Thus 
can be justified a considerable expenditure 
of time and effort in the ascertainment of 
product costs, and thus can the student be 
convinced that it is worth while to ponder 
the appropriateness of different methods of 
burden distribution and the other problems 
that do vex him. 

The second semester of cost accounting is 
largely devoted to standard costs, and in 
connection with them budgets and the part 
the accounting department plays in making 
and administering them are given full atten- 
tion. The second semester also takes up dis- 
tribution costs and other special applications 
of cost technique, always with the internal 
control features a prominent topic of discus- 
sion. 

In addition to the regular cost accounting 
course, a one-semester course called “‘Dis- 
tribution Cost Accounting” is given for 
marketing majors. In this course are studied 
the accounting and cost analysis techniques 
of all branches of distributive activity— 
retailers, wholesalers and the selling divi- 
sions of manufacturers. The only excuse for 
such techniques, and the only reason for 
taking up the students’ time with them, is 
the possibility of better control over dis- 
tributive functions. Naturally, therefore, the 
control features are stressed. 

The course in public utility accounting 
does not neglect internal control as an im- 
portant function of record-keeping, even 
though public control must necessarily re- 
ceive major attention. The course in public 
accounting, as far as I am aware, deals with 
internal control only to the extent that in- 
ternal check is given consideration. 

An important feature of the course in ac- 
counting systems is the report which each 
student is required to prepare on the ac- 
counts of a specific business. This report 
covers all parts of the accounting system 
with exhaustive particularity. One of the 
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matters with which the students necessarily 
deal is the answer to this question: “Pre- 
cisely what does the accounting system 
mean to the management of this enter- 
prise?”” Many times, of course, the answer 
is disappointing, as when the accounts are 
considered a necessary evil, useful only to ap- 
pease the tax gatherer or to furnish a state- 
ment to the banker. On the other hand, the 
answer may be most encouraging from the 
control standpoint, as in the case of a bus 
company which kept minute records of cost, 
revenues, and performance of each indi- 
vidual vehicle. This year the reports sched- 
uled include, among other enterprises, a 
furniture factory, a chain of soda and cigar 
stores, a travel bureau, and the city of Ann 
Arbor. 

In addition to the courses in accounting, 
some phases of internal control are dealt 
with in other courses. A course in office 
standards and procedures has obvious bear- 
ing on the problem of control. The course in 
sales management stresses accounting as one 
of the important tools in this field. In the 
course in business policy, which is taken 
in the final year, all the techniques previ- 
ously studied are brought to bear on business 
problems. The techniques employed consist 
of those studied in courses in finance, 
marketing, industrial relations, statistics, 
and, of course, accounting. 

In summary, although no courses in ac- 
counting control as such are given at Michi- 
gan, the control idea runs through prac- 
tically all the courses in accounting and, 
indeed, through all the courses taught in the 
School of Business Administration. 


C. L. Van SicKLE 


The courses in accounting control at the 
University of Pittsburgh have been shaped, 
to some degree, by the influence of an ad- 
visory committee to the accounting depart- 
ment. This committee several years ago 
served in the capacity of reviewing the 
courses taught in accounting and gave sug- 
gestions relative to course content and or- 
ganization. The committee was composed of 
seven men engaged in public accounting and 
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as auditors and comptrollers in private in- 
dustry. With respect to the content and or- 
ganization in courses in accounting control, 
the committee was concerned primarily with 
what they considered the student in account- 
ing should be taught to make him best 
qualified to engage in accounting work upon 
graduation. From consultation with the 
members of the committee, the accounting 
staff made numerous changes in the content 
and organization of the courses in accounting 
control, all of which are reflected in the fol- 
lowing description of courses. No effort was 
made by the members of the committee with 
respect to the method of teaching the vari- 
ous courses, since this is fundamentally a 
personal problem of each accounting in- 
structor. 
COST ACCOUNTING 


Content and Organization. The course in 
cost accounting is a full year course of 90 
class-room hours, which also includes the 
subject of budgets and budgetary control. 
The principal cost topics presented and the 
number of hours devoted to each are as 
follows: 


1. The field of cost accounting, its purpose, and 
use (6 hours). 

2. The cost factors and their relationships, in- 
cluding cost orders, elements, departments, 
cost centers, operations, accounts, books 
and mechanical appliances used in cost ac- 
counting (15 hours). 

3. The principles and problems involved in ac- 
counting for stores, labor and factory over- 
head expenses (21 hours). 

. The older types of actual cost systems, proc- 
ess, and job, and estimate cost systems (10 
hours). 

. Accounting for joint products and by-prod- 
ucts (3 hours). 

3. Standard cost systems, general principles 
and setting the standards, variance meas- 
urements and the interpretation of variances 
(15 hours). 

. Differential cost analyses (3 hours). 

. Marketing cost systems, static and standard 
types (6 hours). 


Method. Textbook assignments and ref- 
erence readings from a complete cost ac- 
counting bibliography and current account- 
ing journals are made in connection with 
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each cost subject. The study assignments 
prepare the students for class-room discus- 
sion and provide the basis for monthly 
examinations. 

Lectures are provided only for the intro- 
duction of new topics and for the clarification 
of the more difficult topics. 

Short problems are assigned to illustrate 
the method of handling each specific phase 
of cost accounting. Process and job cost 
practice sets for actual and standard costs 
are utilized to illustrate the method of 
handling cost computations and their tie-in 
with the general accounts. 

Plant visitations are made to give the 
student first-hand information with respect 
to storeroom lay-out, material handling, ae- 
counting for stores, timekeeping and pay- 
roll procedures, and the operation of tabu- 
lating equipment. 

A comprehensive examination is given at 
the end of the second semester made up 
from cost problems given in recent C.P.A. 
examinations. 


BUDGETS 


Content and Organization. The course in 
budgets and budgetary control is given dur- 
in the last 12 hours in the second semester 
of the cost accounting course. The chief 
topics presented under this general subject 
are as follows: 


1. The nature of the budget and budgetary 
control. 

2. The relationship between the budget, budg- 
etary control, and the accounting system. 

3. The needs for and the benefits of a budget- 
ary control system. 

4. The organization underlying a budgetary 
control system. 

. The prerequisites to the preparation of 4 
budget. 

. The methods used in building budgets, the 
past experience, unscientific or static budget, 
and the standard scientific or flexible 
budget. 

. The different budgets used, operating and 
financial. 


Method. Textbook assignments and refer- 
ence readings from a bibliography acquaist 
the students with the theory of budgets 
budgetary control. Lecture sessions provide 
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the procedure in assemblying and compiling 
budget data required to build the two basic 
types, the static budget and the flexible 
budget. 

A presentation of actual plans in use for 
both an industrial concern and a public 
utility concern give the students some con- 
cept of how the budgets are actually pre- 
pared and the resultant budgetary control 
procedure. 


SYSTEMS (ACCOUNTING FOR SPECIFIC 
BUSINESSES) 


Content and Organization. This course is 
a full year course of 90 class-room hours, 
comprising a three-fold division as follows: 


1. The general principles of design and installa- 
tion (25 hours). 

2. The combination of the general principles of 
system building into subdivisions of the 
complete system (15 hours). 

3. The presentation of the accounting sys- 


tems of specialized or specific businesses 
(50 hours). 


In the first division, there are presented 
the topics of business organization, internal 
checks, mechanical appliances, original 
records, chart of accounts, code systems, 
journals, ledgers, and the general principles 
of system installation. 

The second division utilizes the principles 
presented in the first division for the purpose 
of developing the subdivisions of a complete 
accounting system. These sub-divisions are 
systems for inventories, accounts payable, 
order-writing and billing, sales analysis, 
shipping and delivery, accounts receivable, 
payrolls, cash, production cost, marketing 
cost, and budgetary control. 

More time is devoted to the third division 
than to the other two divisions combined be- 


he 
, cause of the emphasis placed upon the sub- 
ble ject of accounting for specific or specialized 


businesses in the Pennsylvania State ex- 
amination for certified public accountants. 
The accounting systems of the following 
specific businesses are presented : department 
store, bituminous coal mine, commercial 

» trust company, building and loan, 
municipality, fire insurance, life insurance, 
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stock broker, hospital, hotel, finance com- 
pany, public utility, steam railroad, and con- 
tractor. 

Method. Textbook assignments and refer- 
ence readings from a complete accounting 
system bibliography and current accounting 
journals provide the student with study ma- 
terial. Examples of various forms, records 
and books are used to acquaint the student 
with the nature of same as used in businesses 
today. 

Lectures are provided to present the pecul- 
iar nature of the transactions and operations 
of the specialized businesses. The relation- 
ships among the original records, journals, 
summaries, ledgers and statements in the 
specialized businesses are presented in chart 
form. The actual forms are also presented 
for the student’s inspection. 

A term paper is required of each student 
during the second semester. The student 
must make his own contact, gather the in- 
formation and write up his report upon the 
accounting system of some selected business. 

Theory tests are given upon the subject 
matter of the first two divisions. At the end 
of the second division the student is given a 
two-hour examination upon the design of an 
accounting system of some rather simple 
type of business. Problems are given upon 
the completion of the study of each special- 
ized business studied in the third division of 
the course. 


R. M. 


Some students have special reasons for de- 
siring to become proficient in the field of ac- 
counting; others are able to develop a 
secondary interest of sufficient force to carry 
them successfully through their study of 
that subject. But there is also a sizable 
group to which accounting is merely an- 
other requirement for graduation. This latter 
group is the one that provokes the instruc- 
tor’s best work, and as a basis for effective 
appeal, I have found nothing to excel the 
device of frequently injecting information 
about the use of accounting as a tool for 
control. Accounting teachers have the ad- 
vantage of dealing principally with students 
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expecting to engage in some form of business 
activity wherein they can make use of the 
knowledge acquired in the classroom. But 
unless otherwise informed, the student spe- 
cializing in merchandising, finance, insur- 
ance, management or some other non-ac- 
counting subject is likely to assume that 
accounting has no practical value for him. 
He regards it merely as a required course ex- 
cept for those who expect to use it in prac- 
tice. No one has shown him that our complex 
business structure would be impossible ex- 
cept for the accountant. He does not realize 
that accounting serves as a mirror to show 
the executive what is behind his organization 
and at the same time as a steering wheel by 
which to direct its future course. But let him 
understand that the balance sheet is a pic- 
ture of vital conditions within the business 
enterprise and that to the practiced eye it 
may tell a deeply engrossing story; give him 
a little information about all the things a 
business man can see in a statement of profit 
and loss; show him how each ledger account 
is a little private record of some special ac- 
tivity; picture to him some of the many 
other ways in which accounting gives the 
executive a far-seeing eye to watch over his 
business and a far-reaching hand to direct 
its activities and you are likely to have “sold 
him” on the idea that accounting is really 
worth his while, even though he has no de- 
sire to practice. It has been my observation 
that students of law and medicine do much 
hard work. Presumably their willingness to 
undertake all the work required for those 
courses lies in their belief that the informa- 
tion gained will have definite value in prac- 
ticing their professions. This same desire for 
practical knowledge may easily be capital- 
ized by teachers of accounting. 

My enthusiasm for accounting control as 
medicine for vitalizing accounting courses 
has support in a study conducted among the 
alumni of our business school some years ago. 
Notwithstanding that few of the respondents 
were practicing accounting, yet a majority 
reported that their study of this subject ap- 
peared in the light of experience to have been 
most valuable. When the teacher introduces 
knowledge about accounting control into his 
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lectures his students are learning what our 
alumni found out after graduation. 

Some students entering our beginning 
courses have had several months, some even 
a few years, of business contacts and experi- 
ence and are prepared to benefit from in- 
struction about accounting control methods, 
Others may not have had the experience but 
have profited from habits of close observa- 
tion while carrying on the business activities 
of the average individual. For the others 
there is the hope that they will some day 
occupy responsible positions and the knowl- 
edge that here is something to help them. As 
merely a rough estimate I should venture the 
guess that any student competent to handle 
beginning accounting courses can also as- 
similate such instruction in accounting con- 
trol as teachers can find time to give in ele- 
mentary classes. 

In my opinion, instruction in accounting 
control should be a sort of undertone running 
through intermediate accounting, cost ac- 
counting and auditing, with possibly more 
emphasis in the latter two courses. Cost ac- 
counting and auditing are valuable tools for 
direction of business activity and their study 
provides splendid opportunity for supple- 
mental instruction in the methods of control. 
As to intermediate accounting, the case may 
not be so clear, due to lack of standardiza- 
tion in the lay-out of intermediate courses, 
however, I see no reason why it too cannot 
be made an effective background for such at- 
tention as the teacher sees fit to devote to 
accounting control. My personal guess is 
that instruction in the use of accounting as 
a tool for control, in other than formal 
courses such as systems, budgeting, mat- 
agerial accounting, et cetera, may be ex 
panded along two lines. First, a more 
widespread appreciation of this function 
of accounting and a recognition of the ides 
as a valuable teaching aid is likely to cause 
accounting instructors to give it more and 
more prominence in the conduct of their 
classes. Second, writers of accounting text- 
books, realizing the importance of this fune- 
tion of their subject, should experience no 
difficulty whatever in weaving it into their 
work, along with the routine treatment o 
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the customary topics. Both of these possibili- 
ties are likely to be enhanced by including 
accounting control as a topic for discussion 
at conventions such as the present one. 

Our school of business offers seven courses 
which emphasize the control function of ac- 
counting. These are: budgeting, advanced 
cost, analysis of financial statements, gov- 
ernmental accounting, municipal accounting, 
income tax procedure and systems. In our 
other accounting courses no formal recogni- 
tion is given to the control aspect. However, 
our accounting department has the good for- 
tune to be working under an administration 
that is very favorably disposed towards ac- 
counting. Furthermore, another professional 
school and two liberal arts departments of 
our University recognize the value of ac- 
counting to the extent of including at least 
one course among their requirements for 
graduation. This general recognition creates 
a favorable setting and a conducive atmos- 
phere for presenting and interpreting the 
subject as a tool for control. 

In conclusion, the following ideas may be 
repeated : 


1. Information and instruction about account- 
ing control seems to be highly effective in 
vitalizing accounting instruction for the 
rank and file of students. 

2. Properly handled, instruction in accounting 
control may be made understandable to the 
average, even the below-average student. 

8. In the teaching of classes and the prepara- 
tion of text material, information about 
accounting control may be introduced in- 
formally and incidentally and yet be very 
effective. 


Perhaps I may add as a footnote that 
whether teachers and writers will it or not, 
current developments in the field of business, 
particularly with respect to regulation and 
taxation, apparently demand increased at- 
tention to the use of accounting for purposes 
of control. 


F. W. WoopsriDGE 


As an abstract study, accounting, being a 
branch of mathematics, has pure intellectual 
value. President Hutchins, in one of his re- 
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cent articles, referred to the value of mathe- 
matics, and particularly algebra, as an 
outstanding example of abstract logical de- 
velopment. However, accounting, from the 
standpoint of a School of Business, although 
based on an algebraic formula and using cer- 
tain algebraic processes should not be sub- 
jective. It should be intensely objective and 
move out of the purely intellectual field and 
into the field of the applied sciences. As an 
applied subject it must have an objective, 
and that objective is control. 

The instructor in any applied class will 
succeed in making his subject one of absorb- 
ing interest to his students to the extent that 
he can make the procedures he is covering 
take on the vitality of life problems. That is 
making it objective to the point of involving 
human interest and understandable human 
situations. 

In lower division classes, however, we 
have the difficulty of gearing such a teach- 
ing program to the comprehending ability of 
the “mean” sophomore. Two exceedingly 
difficult problems face the teacher of many, 
if not most, elementary accounting classes. 


1. Finding in any given class a common start- 
ing point for developing the objective imagi- 
nation necessary to make the need for con- 
trol methods have more than an abstract 
meaning. 

2. To connect and coordinate the imaginative 
processes developed so the student will un- 
derstand the effectiveness of the various 
control procedures presented to him. 


I spend this time on elementary account- 
ing because, to use a slang expression, ““You 
make them or break them in that class,”’ and 
far more are broken, so far as their interest 
in accounting is concerned, than are made. 

The alleviation of this difficulty, it seems, 
is more of a curriculum problem than a 
strictly accounting problem. Psychologists, 
education experts, and the tests made in ex- 
perimental schools have all pointed to the 
fact that the younger student comprehends 
activities and learns routines readily, whereas 
abstractions and logical analyses are difficult 
because of a lack of foundation. This founda- 
tion might well be supplied, for accounting 
at least, to a considerable extent by having 
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a course in “Business Operations” as a pre- 
requisite to all Accounting courses. And 
through the use of this course devoted to 
business operations I would attack what to 
me is the basic difficulty of effectively teach- 
ing control methods, that is, student compre- 
hension. 

Such a course would not consider the vari- 
ous theories of rent, wages, interest, etc., 
which mean practically nothing to most 
lower division students, whose only knowl- 
edge of rent comes from his contacts with 
his house manager or his landlady; of wages, 
from the labor troubles he has heard dis- 
cussed, or what was paid him for raking 
leaves or working on an N.Y.A. project; and 
of interest, what he has marked down in his 
savings account, if he has one. This introduc- 
tory course might better take up the routines 
of business operations and organization. 
Briefly, what are the functions and what 
are some of the problems of the purchasing 
department, the storage department, the 
accounting department, the financial de- 
partment, etc.; what does a bank, a trans- 
portation company, an advertising agency, 
etc. do; and how do the services of each fit 
into the general picture? All of you have had 
students who before taking accounting have 
worked for a few years. You know the value 
of the background which these students have 
obtained. 

Such a background furnishes a foundation 
upon which the structure of business educa- 
tion may be built. It avoids the necessity for 
repeatedly explaining this or that point 
which did not remain in the students’ minds 
because these points were merely subjective 
and therefore had to be memorized rather 
than fitted into an objective picture of busi- 
ness structure and procedure. 

To be sure, such courses have been tried 
before and have not always been successful. 
Many feel that they are impractical. A point 
worthy of consideration, however, is that the 
need has been recognized for many years by 
some of the outstanding leaders in the uni- 
versity field of business education. 

It seems to me that the lack of effective- 
ness of such courses has been due to the new- 
ness of the subject of business as one worthy 
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of university consideration. The fine efforts 
of the men who have made a start in this 
direction should be recognized. They started 
from the only scholastic background avail. 
able, that of theoretical economics, and jn 
many instances men trained only in theo- 
retical economics taught these “operations” 
courses. However, how can a teacher present 
this material vividly and effectively whose 
experience is limited to the class and library, 
and who has never worried over or had the 
responsibility for meeting a payroll when col- 
lections were slow, or been faced with the 
loss of a good customer because of an im- 
properly filled or poorly packed order, or has 
never felt the hope and fear of a man ap- 
proaching his banker when a lucrative order 
or contract depends on obtaining needed 
financial support from the bank? These and 
many other problems are abstract to sucha 
teacher and will inevitably be so to the class. 
After the foundation is laid the theory man 
is needed, but he neither does justice to him- 
self or the class in this basic lower division 
class which all too often has been a dumping 
ground for unabsorbed teaching hours. As 
the field of business education develops, 
more men are to be found who have had a 
sound foundation in theory and also experi- 
ence as workers and executives in business. 
Such men, with a capacity for teaching, can 
take an elementary course in “Business Op- 
erations” and make of it a living structure 
of human relations, modified and limited by 
mechanical, legal, and financial problems, 
with the dollars and cents results of all being 
recorded, classified, and presented in ac- 
counting and statistical statements for con- 
trol purposes in the same manner as the 
steam and water gauges of a boiler are the 
basis for its control. The only justification 
for accounting is control. With a proper class 
perspective the memorizing of accounting 
techniques will pass. In its place will comes 
logical reasoning based on the understanding 
of the need for controls. 

In other words, such a course would at 
least put a semblance of a foundation under 
the students’ educational structure inst 
of building on the common and undepend- 
able soil of lower division experience, leaving 
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practically all foundation work to be done 
after graduation. Too often under these cir- 
cumstances much of the structure slips 
away for lack of support before the founda- 
tion is complete, and in what subject is this 
more true than in accounting? 

At the University of Southern California 
we have made a start along this line. It has 
its difficulties, but I hope we may go much 
further. 


Louis O. Foster 


The accounting courses at Western Re- 
serve University are designed to place a 
great deal of emphasis on the managerial 
control aspects of the subject. At present no 
single course is devoted exclusively to it, but 
the managerial emphasisruns through several 
of the courses. The nature and general pur- 
pose of each course determines the attention 
given to control through use of the accounts. 

The cost accounting and statistics courses 
are each full year, three hours per week, 
courses. During the first half of each, of 
course, special attention is given to method. 
This is essential in order that a foundation 
may be laid for the control features em- 
bodied in the work of the second half-year, 
for it is in the second half of the cost ac- 
counting course, particularly, that the stu- 
dent first begins to feel the real connection 
between the accounting records and manage- 
ment. Both of those courses have the stand- 
ard content common to similar courses in 
most universities. 

In addition to these, there are three other 
courses given at the present time which are 
more patently devoted to the development 
of techniques for accounting control. 

Budgetary Control. Prerequisite, two years 
of accounting, including introductory cost 
accounting, and a half-year course in indus- 
trial management, or the equivalent in 
business experience. This course is an in- 
troduction to the principles of budgetary 
control. It covers the gathering of data for 
the budget, the preparation of the budget, 
and the use of the budget in the control of 
commercial and industrial enterprises. 

Accounting Systems. Prerequisite, two and 
one-half years of accounting including intro- 
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ductory cost accounting and one half-year of 
industrial management, or the equivalent in 
business experience. The course is a study of 
the principles of system construction and of 
the accounting systems of the more common 
types of business. Especial emphasis is given 
to the planning of accounting systems which 
will best meet the needs of management. 

Analysis of Financial Statements. Prerequi- 
site, two years of accounting or its equiva- 
lent in business experience. The course is a 
study from the managerial standpoint of the 
construction and interpretation of income 
statements, balance sheets, and related re- 
ports. Emphasis is placed upon both the 
internal statements and reports used for 
managerial purposes and upon published re- 
ports for stockholders and credit purposes. 

As a part of the next year’s curriculum, 
we plan to offer a course in advanced cost 
accounting in which we intend to discuss the 
accounting problems of specific types of 
manufacturing industries. It will be an at- 
tempt to correlate the accounting records of 
specific businesses with the problems in- 
volved in the control of the three elements of 
cost. This course will be offered primarily for 
and through cooperation with the members 
of the local chapter of the National Associa- 
tion of Cost Accountants. 

This will be among the special evening 
courses offered in the downtown college of 
the University, Cleveland College. A great 
many of the students are drawn from com- 
mercial and industrial organizations of 
Cleveland. Many of these men have not 
had academic courses as prerequisites, but 
will have had sufficient practical experience 
to enable them to derive great practical 
benefit from these courses. Such mature stu- 
dents as these who cannot meet the college 
entrance or prerequisite requirements may 
register as special students without college 
credit. Because of the type of students, we 
are able to make these courses thoroughly 
practical, thereby giving the students some- 
thing which they can use directly on their 
jobs. In all cases, the students are urged to 
submit to the classes their individual prob- 
lems which arise in connection with their 
work. 


122 


I would like to express the thought that 
the general subject of management control 
through the use of accounts has been scat- 
tered over too many courses; not enough at- 
tention has been given to it as a specific 
problem of instruction. In my opinion, much 
more could be done with the systems courses 
than is usually the case. It is here that con- 
trol can be given specific attention without 
being subordinated to some other major 
topic. It seems to me that accounting cur- 
ricula could and should give a more promi- 


nent place to this phase of the accounting 
field. 


T. W. LELAND 


The subject matter of our discussion is 
recognition of the importance of accounting 
in the control of business operations and 
policies. I do not believe that it is necessary 
to establish or defend its importance. If this 
be true, the real issues appear to be the fol- 
lowing: 

(1) To what extent are control methods taught 
in our present accounting curriculum. 

(2) To what extent should control methods be 
taught. 

(8) If granted a more important place in the 
curriculum should they be introduced as addi- 
tional subject matter in existing courses, should 
they displace some of the present content, or 
should they be introduced as new courses. 


A survey of representative accounting 
texts will reveal a surprising amount of ac- 
tual and potential instruction in control 
methods. I may be begging the question, 
but I consider it desirable to emphasize that 
in a broad sense all accounting instruction 
constitutes instruction in control methods. 
Instructors should all be of the opinion that 
the function of recording, assembling, pre- 
senting, and interpreting the business trans- 
actions, represents a function just as essential 
as that of production, purchasing, selling, or 
financing. When we ground our students in 
the principles and procedures for exercise of 
the accounting function we are truly training 
them for executive control in two ways: di- 
rectly, in methods of controlling the account- 
ing function, indirectly, in indicating the 
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principles and processes by which the factual 
data are gathered and used in controlling the 
other functions. Through the indirect method 
the students are prepared to judge the ae. 
curacy and reliability of data. They also 
come to an adequate understanding of the 
costs of gathering data and thereby can 
judge the advisability of outlay in view of 
the value of the information as an income 
producing factor. 

In even a narrow sense of the term, we 
have a considerable amount of control meth- 
ods, available in our first year texts. The 
principle of internal check, the principles 
of inventory control, departmentalization, 
voucher systems, forms of business organiza- 
tion, and analysis of financial statements 
may be listed as first year subjects that pro- 
vide for instruction in control methods. 

The opportunities are many and we are 
not making the most effective use of them. 
We are prevented by obstacles of two types. 
First of all there are inherent difficulties that 
cannot be easily removed. Our first year 
course is given to sophomores. In only rare 
instances have they had any business experi- 
ence. They take accounting concurrently 
with a course in Economics, and one in 
Money and Banking. Instruction in control 
methods for all the business functions is 
necessarily limited because of the students’ 
limited background in courses and experi- 
ence. At A. and M. we offer a Systems 
Course in the senior year and the oppor 
tunity to present control methods in this 
course is greatly enhanced because of courses 
takes in economics, finance, investments, 
business law, marketing, etc. 

Too frequently the instructor does not 
have the background of experience or trail- 
ing sufficient for him to make full use of the 
opportunities for instruction in control meth- 
ods. 

It is apparent from my remarks that I do 
not believe that control methods should be 
introduced into our present courses at the 
expense of existing subject matter. We cal 
illustrate our principles by reference to spe 
cific businesses. We can select more typical 
problems instead of using just any trial bal 
ance, statement or other data made up 
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hastily and without regard to proper bal- 
ance or current significance in the field from 
which they are selected. We can teach our 
students to look for these fundamental rela- 
tionships. 

I believe firmly, however, that principles 
and procedures are more important than the 
applications. They are better standardized. 
Applications to specific cases too frequently 
overlook the underlying principles or proc- 
ess. The setting becomes involved, statisti- 
cal data external to the business are involved; 
judgment must be exercised. In many cases 
the undisputed data will produce quite op- 
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posite conclusions as to policies when judged 
independently by two or more persons. 

There is another important reason for 
denying the admission of control methods 
as substitutes for existing subject matter. In 
rare cases does the student upon graduation 
obtain work requiring the exercise of execu- 
tive judgment in control methods. Our pres- 
ent course content will make him fast and 
accurate in handling details He is in a better 
position to make himself immediately useful 
in accounting offices. He is taught “‘to do” 
in accounting work as well as “to use’”’ ac- 
counting. 


WEAKNESSES OF INDEX-NUMBER ACCOUNTING 


Dona.p K. GRIFFITH 


in ordinary business activity through 

the use of money price and it is the 

aid that the accountant has given the busi- 
hess man in recording economic and financial 
transactions in the form of price that has 
made the accountant useful. But during 
periods of monetary inflation, when most 
prices suddenly spurt upward, prices as- 
sume new importance and present new prob- 
lems. Price is no longer primarily a result of 
market conditions but it is also influenced by 
governmental financial policy. It is during 
these times of stress and strain that some 
people begin to wonder whether or not cost- 
price can safely be used to record at all times 
the value facts about the things given and 
received by the business enterprise. Where 
prices continue to rise with increasing veloc- 
ity, as they did in Europe following the 
World War, the business man seriously ques- 
tions the meaning of the net profit figure 
shown by the accounting records, especially 
when he works under heavy income taxes. 
Perhaps the business man’s dilemma can 
bemade clear by following through the chain 
of events that takes place in a violent infla- 
tionary boom. In the first stages of inflation 
the spread between sales prices and cost of 
sales increases, and the business man notices 
that he can reap a profit merely by buying 


transactions find expression 


goods, holding them, and reselling them on 
the rising market. Whereas in normal times 
his attention is focused on the efficient util- 
ization and/or exchange of the goods, rights, 
and services placed at his disposal, during 
periods of rising prices it is almost exclu- 
sively focused on the erratic rise of selling 
prices. Thus in the early stages of inflation, 
management has more interest in the ways 
and means of securing a greater volume of 
sales than it has in the cost of securing that 
volume. But, since a sale is one aspect of an 
exchange and a purchase is the other, in- 
creasing revenues are soon followed by in- 
creasing costs. Two swiftly moving variables 
then play a part in the drama of business and 
make an uncertain scene even more dubious. 
The problem quickly turns to a question 
of replacement costs. The recovery of origi- 
nal costs presents no difficulty if selling 
prices alone mount upward, but when costs 
also rise rapidly the thought appears to 
haunt the business man that he will be un- 
able to recover enough through sales to 
replace the services and goods and have 
something left that he can withdraw. 
Exchange prices are the major criteria by 
which the producer learns what services so- 
ciety will accept or reject. Price is a symbol 
of value; a concrete expression of the rela- 
tive degree or intensity of a want. Price, 


f 

| 

§ 

e 

0 

) 


124 


therefore, being a marketing institution, 
means practically the same thing at any 
given time as long as the value of money 
remains relatively constant. But when a 
government suddenly injects into the 
stream of circulating mediums a new 
flow of money units in order to finance its 
program, price becomes the function of two 
very unlike institutions, competitive mar- 
kets and governmental financial policies. 
Thus money-price does not signify the same 
thing during inflation that it did before. If 
it is used as though it did, confusion is likely 
to result. 

In order to make accounting records and 
reports more accurate, complete, and rele- 
vant, some economists and accountants have 
advocated recording or analyzing transac- 
tions in the light of abstract economic con- 
cepts, that is, expressing everything in terms 
of purchasing power. Their hope was to find 
a new denominator which might be used in 
place of, or supplementary to bargained- 
prices for expressing business transactions. 

Those who favor this stabilization tech- 
nique maintain that homogeneity can be had 
in accounting records by stating all transac- 
tions in terms of relative purchasing power. 
The fact must be recognized, however, that 
assets may be thought of as properties or as 
purchasing power, depending upon the view- 
point of the analyst. 

The orthodox accountant who leans to- 
wards the financial point of view looks upon 
all properties that are “available for or sub- 
ject to the payment of debt’”! as being assets. 
Those who favor the cost accounting view 
look upon assets as the unamortized cost of 
those structures, rights, and claims which re- 
main the useful property of the business. In 
both of these views original price is assumed 
to represent the object and thus to serve 
more or less as a tracer, a means of account- 
ing for the property while it remains in the 
business. The primary function of account- 
ing from this aspect, seems to be one of 
reckoning, that is revealing the source (in- 
come and liabilities) of all money which 
comes into the possession of the business 


1 Accounting Terminology, published by the Ameri- 
can Institute of Accountants, 1931, p. 10. 
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enterprise and of showing the application 
(expense and assets) of this money. The sta- 
bilization advocates look upon every asset 
possessed as having general purchasing 
power, that is exchange value. All assets 
are thus considered as potential purchas- 
ing power whether they are held for ex. 
change or not. The stabilization advocates, 
therefore, attempt to measure and to record 
economic value. The orthodox accountant, 
however, feels that he is not interested in 
measuring economic value as such, but in 
recording the price-bargains as they occur. 

It is also interesting to notice that in the 
immediate past the findings of accounting 
were looked upon as being absolute facts, 
Statements were presented and certified as 
showing “the true financial condition”’ or as 
“setting forth correctly the financial condi- 
tion” of the business for which they were 
prepared. When one recalls all of the impor- 
tant conditions, factors, and circumstances 
involved in every business enterprise which 
escape measurement in terms of money, one 
wonders just how dependable such certifica- 
tions were. It also makes one inclined to 
doubt the adequacy of financial statements 
as a means of disclosing the financial condi- 
tion of the business regardless of whether 
they may be stated in terms of original cost, 
present value, or purchasing power. It is en- 
couraging to see the recent tendency to 
certify that the statements “present the 
position of the company in accordance with 
accepted accounting principles consistently 
applied,” for this indicates an admitted ree- 
ognition of the limitations inherent in ac- 
counting methodology. 

Since orthodox accounting is based on the 
premise that money is the only common unit 
in terms of which all heterogeneous com- 
modities, services, and rights can be ex 
pressed, only those economic values which 
can be stated in terms of the dollar can be 
dealt with in the accounts. Thus the account- 
ing field is limited to only those aspects of 
the financial situation of the business which 
have to do with the cost representation of 
the property and the equity interests ass0 
ciated with an individual enterprise. The ac 
countant, then, must confine his analysis to 
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those factors which are expressed in terms of 
dollars. A further limitation, growing out of 
this methodology, is the fact that the com- 
mon denominator used to record and repre- 
sent the economic significance of the assets 
and liabilities of a business is money, the 
standard medium of exchange. The unit 
value of this measuring stick is constantly 
changing when expressed in terms of the 
things for which it is exchanged. Thus iden- 
tical money-prices do not necessarily repre- 
sent identical goods as of two different dates. 
Those who favor the use of purchasing power 
as a common denominator maintain that this 
last limitation renders accounting records an 
assembly of confusing heterogeneous cost- 
prices. These prices, being heterogeneous, 
cannot be compared with any degree of ac- 
curacy. The results of such a comparison, the 
stabilization advocates point out, would be 
as ridiculous as attempting to take apples 
from pears in an endeavor to get a remainder 
of pears. This lack of homogeneity can be 
corrected, they maintain, by using an index 
of purchasing power as a common denomi- 
nator either in the recording of, or in the in- 
terpretation of business transactions. 

The theory underlying the use of purchas- 
ing power as a common denominator is that 
business is dealing fundamentally in pur- 
chasing power which must be maintained if 
the business is to continue operations with- 
out impairment of economic capital. In other 
words, the ultimate goal of all economic ac- 
tivity is to satisfy human wants, and the aim 
of every investor is to increase the general 
purchasing power of his investment or his 
command over economic goods. This general 
idea of purchasing power is easily stated 
when divorced from the individual enter- 
prise. Jf all the goods and services “which 
the American people buy in a year could be 
listed and the number of dollars required to 
buy them in one year could be divided by 
the number required during the previous 
year, the reciprocal of the result would indi- 
cate the exact purchasing power of the dol- 
lars of the first or the base year.’”? 


* Jones, R. C., “Financial Statements and the Un- 
certain Dollar,”’ The Journal of Accountancy, Vol. Lx, 
No. 8, September 1935, p. 174. 


Stated in terms of mathematics, purchas- 
ing power is the reciprocal of the ratios of 
a “dollar’s worth” between two dates. Now 
what a “dollar’s worth” may be depends 
upon which commodities are used in the cal- 
culations. If we use 100 commodities in de- 
termining our dollar’s worth, then the 
purchasing power will be in terms of the 
100 commodities used. Since it is impos- 
sible to include all prices in a general price 
index, prices of representative commodities 
are used. Thus the more nearly the com- 
modities used approach a fair representation 
of all commodities the more closely the 
representative calculation will reflect the 
exact trend of the whole. 

To illustrate: assume that we made a 
general wholesale index of commodity prices 
using the wholesale prices of 100 different 
representative commodities and found that 
the 1936 price-relative was 150 when using 
1935 as the base year. Then the general price 
level, we would say, has risen 50% ac- 
cording to our index. If we used this index 
to convert money costs of assets into their 
present general purchasing power, we would 
have assumed that the changes in the prices 
of these 100 commodities actually reflected 
the exact change in the prices in all com- 
modities, and of each particular commodity. 
Such a conversion would also be the equiva- 
lent of saying that it would take 1} times as 
much money to buy anything in 1936 as it 
did in 1935. Or stated in another way, the 
1936 dollar was worth only 663% of the 
1935 dollar. 

A moments reflection will reveal the dif- 
ficulty of using a general wholesale index to 
state general purchasing power, for whole- 
sale transactions represent only a small part 
of the total of all exchanges. The various 
indices, wholesale, retail, consumer’s, etc., 
refer to prices of physical goods alone, but 
“it is not widely known that probably now 
less than half of our present day working 
population is engaged in this actual physical 
production.’ Carl Snyder says regarding the 
validity of the wholesale index as a measure 


8 Snyder, Carl, ““Commodity Prices v. the General 
Price Level,’’ American Economic Review, September 
1934, Vol. 24, p. 391. 
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of purchasing power that, “if commodities 
at wholesale have shown no secular trend in 
a century (or two centuries!), while almost 
all other important types of prices have 
generally risen, then wholesale commodity 
prices cannot be accepted as an adequate 
measure of the long-time trend of values 
generally, or of the average purchasing 
power of money.’ 

A price index is only a series of simple 
figures indicating the average percentage of 
the change of prices from one point of time 
to another. It is simply the average of price 
relatives; the latter having been found by 
determining the ratio between the prices 
of each particular commodity as of two 
particular dates. The index number of prices 
thus states that on an average the prices 
which have been subjected to statistical 
treatment have changed by a given ratio as 
compared to the prices of the same com- 
modities as of a given base period. It is an 
attempt to express mass movements in terms 
of one figure, in other words, to bring out 
tendencies of the group as a whole through 
an average of the individual movements. The 
fact that the purchasing power shown will 
be in terms of the index used, and not in 
terms of the actual purchasing power avail- 
able to a given enterprise for making its 
purchases, is a decided limitation to the use 
of the index numbers in accounting. This is 
very important because this fact may be 
very easily overlooked on the part of the 
persons rendering or reading the financial 
statement. The reader may not read from 
the statement the purchasing power which it 
was intended to express. The commodities 
used in establishing the index number will 
seldom be those going to make up the pur- 
chasing power of the given business for which 
it will be used. This leads one to question the 
“truthfulness” of accounting records ad- 
justed by index numbers and wonder if such 
reports are not more misleading than in- 
formative. 

But assume that a statement reflecting 
purchasing power would be of practical use- 
fulness. Then to be of any serviceable 
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significance, the value used must still reflect 
going concern value, for the enterprise in- 
volved will normally be active, not in a state 
of liquidation. The manager, creditors, and 
investors are interested in the business as an 
active producing unit. To convert original 
outlay cost into terms of present purchasing 
power is merely to state the present purchas- 
ing power of the sum of money which was 
previously spent in acquiring assets; as if 
the assets were now to be liquidated for the 
monetary units they cost. This computation 
would reveal an interesting, but very hypo- 
thetical, fact. It would not state the present 
actual purchasing power of the assets or 
business. It states, in terms of the index 
used, only the present average purchasing 
power of the money that was spent originally 
for the assets. It still leaves unanswered the 
question of what the present potential pur- 
chasing power of the business really could be 
in an actual, completed transaction “at 
arm’s length.” 

What is gained by showing a man that the 
present purchasing power of the amount of 
his previous outlay has increased or de- 
creased in terms of some 100 or more or less 
representative commodities at wholesale or 
retail price? Even though the index may 
represent a whole industrial field, it falls 
short of being a fair representation of each 
particular enterprise within a field. The busi- 
ness man wants to know if the particular 
business in which his investment lies has 
enhanced his command over the things he 
wants now as compared with the things he 
previously wanted. Converting cost price of 
machines into the present purchasing power 
of wholesale commodities will not yield this 
information. If purchasing power is of any 
consequence, it would be better to try to 
calculate something that would at least be 
consistent and logical. 

On the other hand, the use of present 
market prices for the value of the assets 8 
also subject to criticism, especially because 
of the liquidation aspect which it naturally 
implies. Only on rare occasions would a bust 
ness be in a state of liquidation or forced 
sale. Machinery and equipment are not 
bought for the purpose of resale; they are 
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bought for use. Assets are not acquired to 
pay debts. Their value depends not upon 
what they might bring upon the market—if 
they went to the market—but upon their 
eficiency and usefulness as factors of pro- 
duction. The usual way of selling plant 
assets is to sell the product of these assets. 
Thus a business enterprise gains purchasing 
power by producing; that is, by rendering 
acceptable future services. Other assets 
owned, likewise, have economic value only 
because they are useful and potentially able 
to satisfy wants. As indicated in a previous 
paragraph, the fact that equipment costs 
something and was purchased at a price 
does not of itself give it a present market 
value—a power to purchase. Furthermore, 
since the purchasing power of a business 
depends upon the use it makes of the assets 
it owns, present market price is no assurance 
that this price measures the purchasing 
power of that asset to any given business. 
Thus original cost does not indicate present 
economic value to a given business and no 
more does replacement cost. 

Purchasing power is an estimated ability, 
a potentiality. It is neither an event, a hap- 
pening, nor a reality; it is merely a prob- 
ability. Converting a firm’s assets into 
present market price by means of some index 
number is not the equivalent of stating 
actual purchasing power. There is no neces- 
sary direct connection between the present 
market price for the equivalent of an enter- 
prises’ assets and the power to purchase 
goods obtained through working the assets 
in turning out salable products. 

Two businesses, with almost identical 
physical equipment, may have very unlike 
purchasing power, that is be worth very 
different amounts. A superior location, a 
more efficient personnel, a more prosperous 
clientele, and other economic factors which 
go to make up a successful business but 
which would never be considered by ac- 
countants as assets, may differentiate one 
enterprise from another. Things paid for are 
only a portion of those factors which go to 
make up the capacity for rendering accept- 
able services. It is this capacity to render 
acceptable services which constitutes the 
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purchasing power of a going business, not 
the present market price of the things it has 
purchased at a price some time ago. Why 
then should only the book assets be con- 
verted to present purchasing power? The 
fact that a price has been paid for some 
things that have found their place in the 
financial records does not seem to justify the 
use of either the present market price or the 
cost price of these assets and the exclusion 
of any evaluation of the other factors. If the 
statement of the actual purchasing power of 
the business is to be attempted, then some 
expression must be given to all elements 
which constitute the power of the business 
to purchase. 

Even though the monetary unit did not 
fluctuate in value from the effect of govern- 
mental activities, the exchange ratio be- 
tween goods would fluctuate constantly. 
Many factors combine to make prices; and 
prices are in themselves both a cause and an 
effect of price. Prices of goods continually 
change in relative position, they get out of 
line with the general price level. Like bees 
in a swarm the price of separate goods move 
up and down with greater rapidity than the 
general movement of the mass. This dis- 
persion of prices is a reflection of a change in 
the social demand and of a decrease or an 
increase in the supply of each good relative 
to the demand for it. If cost is converted, 
this constant flux of exchange ratios is dis- 
regarded, for there are two factors that cause 
appreciation; first, a general decrease in the 
purchasing power of money; and second, the 
operation of the usual forces of supply and 
demand. Any analysis we make must take 
these two forces into consideration. Each re- 
sults from an entirely different causation 
and thus measures different phenomena. 

Since profit, as determined by orthodox 
accounting methods, is a difference between 
cost and the revenue it produces, there is an 
element of gain or loss in the computed 
amount which is due to price movements. 
This of course obscures the true picture of 
the results of managerial skill, for the profits 
realized from the price fluctuations are not 
due to the same factors as those realized from 
the management’s conduct of the business 
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proper. But conversion by use of an index 
does not succeed in isolating the factors, for 
the situation is further complicated by the 
fact that all price changes are not due to the 
changes in the value of money. If they were, 
the use of the index would be a simple way 
of isolating the amount of profit due to this 
factor. 

An analysis of net profit or loss discloses 
that it is a composite of three variant ele- 
ments; first, the amount realized as a result 
of managerially sponsored operations; 
second, the amount realized from a change 
in the general level of prices; and third, the 
amount resulting from a change in the rela- 
tive position of certain goods to each other 
irrespective of the change in the price level. 
The first portion is earned and realized, the 
other two are realized but not earned in 
the sense of being compensation for services 
rendered. Of course all the elements going to 
make up a net profit may not be positive; 
the earned portion may have been large 
enough to offset the unearned loss, or vice 
versa. 

Each of these subdivisions of profit is the 
result of different factors; and each must be 
controlled, if at all, by entirely different 
methods. It is highly desirable that these 
elements of profit be separated. Management 
cannot be scientific until it knows the causes 
behind the profits realized. Until manage- 
ment knows the cause, it cannot hope to 
control profits with any degree of certainty. 
Such an analysis of the causal factors of 
profits is one of the greatest needs of manage- 
ment, and the inability of the orthodox 
accounting methodology to provide this 
information is one of its greatest limitations, 
Any technique which would meet this need 
would seem to justify its acceptance on this 
basis alone. Although a casual observation 
leads one to believe that the use of index 
numbers would meet these requirements, a 
close examination reveals that it does not 
segregate the amount of profit resulting from 
price changes of specific goods due to market 
conditions from that resulting from the 
change in the value of money. Both factors 
are included under one classification: amount 
of profit due to price changes. So long as 
only one index is used, the profit calculated 
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will be in terms of this index. If the amount 
of profit resulting from a change in the 
relative position of specific goods is to be 
calculated, the data would have to be sub- 
jected first to the general price index to 
remove the amount of profit due to the 
change in the general level of prices and then 
to the index of specific goods to segregate 
the amount of profit resulting from the 
former cause. Unless the calculation is com- 
plete the result is a partial analysis which 
cannot help but be misleading because of its 
incompleteness. 

Another practical problem, in the use of 
purchasing power as a common denominator, 
is the selection of the index to use. Repre- 
sentativeness seems to be the fundamental 
principle underlying the construction and 
the use of index numbers. ““The fundamental 
purpose of an index number is that it shall 
fairly represent, so far as one single figure 
can, the general trend of the many diverging 
ratios from which it is calculated.’’5 Since all 
goods gnd all prices cannot be used in the 
calculation of an index, an arbitrary weight- 
ing and splitting of the various factors in- 
volved must be made. Unless great care is 
used in preparing an index number, the 
results of such a “just compromise” are 
likely to be unsatisfactory. 

Since representativeness is the underlying 
principle in the preparation of index num- 
bers, before we use an index number we must 
determine what it really represents. An 
index number which may be a justifiable 
representation for one purpose may not be 
justifiable for another. In other words, the 
use or purpose for which an index number is 
prepared determines the data which can be 
used in its preparation. An index constructed 
for one purpose cannot, in all cases, be used 
as an instrument of measurement for other 
purposes. 

In the fields of physical measurement the 
characteristics of the object to be measured 
determines the selection of the instrument 
to be used in measuring. The different i- 
dices correspond to the different types of 
measuring instruments used in other fields; 
likewise the different assets and intangible 
rights to be measured are analogous to the 

6 Irving Fisher, The Making of Index Numbers, p. 10 
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various physical objects. Although different 
instruments may be used for a given meas- 
urement, there is no room for two or more 
different yet equally correct results. One must 
be more correct than the other. The degree 
of exactness required in a given case depends 
upon the purpose of making the measure- 
ment. The watchmaker and the carpenter 
do not use the same measuring instruments 
nor do they make their measurements to the 
same degree of exactness, yet each of these 
tradesmen uses the instrument which will 
indicate measurements sufficiently accurate 
for his purposes. Similar judgment must be 
used in making the measurements of ac- 
counting. 

Obviously one cannot state the prices of a 
petroleum producer’s products in terms of a 
general wholesale price index and say that 
the results are sufficiently correct for practi- 
cal purposes. The particular business enter- 
prise does not embrace goods in general; it 
takes in specific structures, commodities, 
services, and rights, the prices of which may 
be varying in the inverse direction from that 
of the goods used in constructing a wholesale 
price index. The factors causing a change in 
the prices affecting a given business may be 
in no way identical with those which cause 
the changes in all wholesale prices. Applying 
a general wholesale price index to all business 
enterprises alike is just as untrustworthy as 
using a meter instead of a yard in taking a 
certain measurement and then stating the 
findings in terms of yards. If one is going to 
make his work clear, accurate, and scientific, 
he must not compromise in practice between 
effort and exactness by using the instrument 
most readily available. Such a procedure 
would not be tolerated in the field of physical 
measurement and there seems to be no 
justification for a different view in ac- 
counting merely because if is more abstract. 

As far as the investors are concerned, the 
purchasing power view of the enterprise 
should be measured in terms of the items 
which each individual is interested in pur- 
chasing. One individual may wish to indulge 
M immediate consumption, while another 
may desire to save and accumulate. Even 
though investors did spend all their income 
it purchasing consumable goods, they would 
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purchase things of different nature and in 
varying quantities because each has a dif- 
ferent standard of living. The same situation 
exists in connection with the determination 
of a purchasing power concept for the long 
time creditors and short time creditors. 

If the individual were interested in pur- 
chasing everything in general, an assumption 
which is highly problematical, a general 
price index could be used in converting finan- 
cial statements into equivalent purchasing 
power and would be adequate for his needs. 
But no one is interested in purchasing every- 
thing in general; most individuals have a 
more or less limited and fixed class of goods 
in which their purchases are made. Their 
consumption and purchasing activities are 
determined largely by their habits, in- 
dividual likes and dislikes, social surround- 
ings, and the amounts of their incomes. 
Corporations, being managed by persons, 
are subject to the same influences that con- 
trol individual purchasing activities. As far 
as the individual investor or creditor is con- 
cerned, the financial statement would have 
to be rendered in terms of purchasing power 
in the light of that individual’s intentions. 
The goods to be purchased thus should be 
used in measuring the purchasing power of 
his investment and / or income. As an in- 
dividual, each investor is interested in know- 
ing whether he has lost or gained in his 
command over the goods which fall within 
the scope of his purchasing activities. The 
individual consumer has no direct relation- 
ship with the producer’s goods; he is in- 
terested in those particular goods which he 
uses. Of course, from the standpoint of 
society as a whole, a general price index 
could be used, but the accountant is not 
rendering statements for society as a whole. 

The idea that the individual is interested 
in purchasing things in general is a very 
hypothetical assumption and undoubtedly 
grows out of the economist’s tendency to 
deal with generalizations involving group 
phenomena. Thus when the individual is 
viewed apart from the whole he may be un- 
consciously looked upon as containing within 
himself the characteristics and attributes of 
the group, as a slice of bread may have the 
same lightness and composition as the loaf 
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from which it is sliced. However, a man as 
an individual is unique, and not merely one 
of innumerable identical units. Likewise, 
businesses are unique; and it is the specific 
facts regarding the financial condition of 
each business that the accountant is ex- 
pected to disclose, not generalizations con- 
cerning its economic status. 

Thus if the accountants are to deal in 
facts they must be consistent and show the 
specific purchasing power for each specific 
enterprise; or, if they are viewing activities 
from the standpoint of the individual, then 
from individual purchasing power. If it is 
beneficial and important to know purchasing 
power, the accountant must be specific, not 
general. 

Individuals do not want things in general. 
Man is not an omnivorous being; yet he is 
not completely satisfied with any one thing. 
The wide varieties of styles are sufficient to 
demonstrate this contention. The individual 
is, from one aspect (perhaps the most funda- 
mental), a psychic being motivated by the 
stimuli of the many forces with which he 
comes in contact. The extent of these con- 
tacts is limited by his own physical make-up 
and by the technological development of the 
society in which he lives. It is preposterous 
to suppose that an individual’s desires can 
be aroused “‘in general.” It must be acknowl- 
edged that individuals differ in likes and 
dislikes due to acquired, inherited, and social 
make-up. Every one realizes that the farmer, 
merchant, and millionaire are not interested 
in buying the same things. Furthermore 
man’s capacity to consume a given economic 
service is limited. It cannot be logically 
assumed, then, that all persons have exactly 
the same purchasing power because they 
have identical properties or property rights. 
That being the case, it may be futile to show 
the balance sheet of the business in which 
these classes of people have an equity in- 
terest in terms of the same general index. 

In order for an index number technique to 
be consistent with the theory underlying its 
use, it must be capable of measuring pur- 
chasing power, of hitting the mark at which 
it is aimed. Measuring the ability which one 
thing has to purchase another is made a 
difficult task because the abstract concept of 
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purchasing power has not yet been clearly 
defined in terms of a denominator uni- 
versally used. The idea of purchasing power 
has been popularized through magazines and 
daily papers, but like many other concepts 
it seems to have remained an abstraction and 
not yet to have been incorporated into 
every-day affairs. People who still think in 
terms of money-price will find it difficult to 
think in terms of purchasing power. 

Furthermore, confusion would 
doubtedly result from the fact that the 
dollars used in the orthodox presentation and 
in the index number methodology are unlike 
dollars. One is the common denominator 
used in actual business transactions, and the 
other an abstract concept based upon a 
statistical calculation of what a dollar would 
have bought of a given complex of goods at 
a certain date. Each symbolizes an entirely 
different concept; yet when presented in 
statements, their distinction is obscured. 
Both the cost-price and the purchasing pow- 
er value of the same property are stated in 
terms of dollars, but the cost-price “dollars” 
and the purchasing power “dollars” are 
not the same king of dollars. Hence to 
account for the difference between these 
two “dollar” values of an asset as a loss 
or gain in the purchasing power of the bus- 
iness is erroneous. (The advocates of the 
index number adjustments propose such an 
analysis.)® Any account to which the dif- 
ference between the cost and the adjusted 
figures is posted becomes a reconciling ac- 
count only, and it does not contain the 
amount of gain or loss in terms of either one 
dollar or the other. The difference between 
the amounts expressed in two “kinds of 
dollars” is merely a reconciling figure, 4 
proof of computation. It means no more than 
a statement that the difference between the 
number of cows and the number of horses 
owned by a certain farmer is ten. 

Since the index number advocates look 
upon “real” profit as being a net gain i 


® See: Husband, G. R., Inadequacy of Orthodox Ae 
counting Procedure In View of Fluctuating Price Levels, 
University of Michigan, Doctor’s Thesis. Sweeney 
Henry W., Stabilized Accounting, 1936. Wassermat, 
Max J., “Accounting Practice in France During the 
Period of Monetary Inflation,” the Accountine Rr 
view, Vol. 6, No. 1, March, 1931. 
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purchasing power, the net profit figure would 
then represent on their statements practi- 
cally the same thing as the difference be- 
tween the sales prices of the goods sold and 
their replacement costs. This emphasizes the 
fact that not all of the profit shown on the 
orthodox profit and loss statement is 
“earned.” During the upswing of prices this 
has a conservative effect upon business judg- 
ments for the “real” profits will always be 
smaller than the net profit calculations. But 
if the same type of analysis is applied to 
business transactions during the downswing 
of prices, it might have a very unwholesome 
eflect upon business judgment. The greater 
the spread between replacement costs and 
sales prices the greater the profits. Also even 
though a sale were made below original out- 
lay cost a “real” profit would be made. 
Original money cost thus plays no part in 
profit calculations. Such a philosophy of 
business would tend to increase production 
in the face of falling prices and glutted 
markets. 

It is also difficult to tie this line of reason- 
ing in with the legal and accounting principle 
that capital should not be impaired by the 
distributions of profits. This principle has 
been established primarily for the protection 
of the creditor. Debts are still contracted and 
liquidated in terms of money, not future 
purchasing power. The legal aspect of debt 
has been woven into the philosophy of busi- 
ness so thoroughly that any methodology 
which leaves its concepts out of the picture 
falls far sort of portraying business condi- 
tions successfully. These factors may ac- 
count for the present status of the index 
number accounting practice in Europe. It 
had its start in seemingly fertile soil, because 
the monetary system in Europe at that time 
was completely broken down, but the index 
number methodology has failed to develop 
and bear fruit. It seems reasonable to con- 
clude that, since the index methodology has 
become dated, it failed to meet the funda- 
mental and lasting needs of business. If 
it had met a fundamental need it would 
surely not have disappeared from business 
Usage, 

_ There is also a fundamental error in apply- 
ing the purchasing-power analysis to the 
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double-entry methodology. The orthodox 
double-entry technique is based on a price 
concept, the latter on a value concept. The 
amount of the former is indisputable, fixed, 
and definitely determinable; the amount of 
the latter is abstract, dynamic, and an esti- 
mate. The purpose of the former is two-fold; 
first, to account for income and expense, and 
second, to provide a record for debts. The 
latter has the task of helping to ascertain, 
as of any given time, the abstract economic 
status of an individual enterprise and of 
assisting in indicating whether or not the 
abstract economic position of the business 
has increased or decreased relative to that 
of society as a whole. The former is used in 
recording the bargained-prices of the things 
given and received; the latter in measuring 
the change in the presumed ability of the 
things received to command other things in 
exchange. 

The whole argument in favor of index 
number adjustments seems to be based on 
the assumption that business men and lay- 
men look upon profits calculated in the 
orthodox fashion as indicating an increase in 
purchasing power. This, however, is erro- 
neous; few persons, if any, analyze their 
transactions so fundamentally. The whole 
assumption that most people are misled: by 
orthodox accounting statements is contrary 
to fact. Any person so misled would prob- 
ably be equally, or more, confused by index 
number adjustments. 

In spite of the general knowledge con- 
cerning the necessity of providing energy for 
metabolism and the availability of scientific 
knowledge concerning the calorie contents 
of various foods people still insist on eating 
the things they know and like. Few persons 
consistently reduce their diet to a single well 
balanced formula. Likewise, most people are 
aware of the fundamental fact that their 
economic condition is enhanced by an in- 
crease in their command over economic 
goods. And during a period of falling prices, 
the debtor realizes probably better than any- 
one else that the burden of his debt has in- 
creased because of the increasing value of 
money. Curtailed expenditures and collec- 
tion letters have impressed this upon him 
with more grim clearness than any financial 
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statement clothed in an array of statistical 
computations of purchasing power. 

There is something about the idea of 
purchasing power that is still meaningless 
and foreign. Dealing in terms of purchasing 
power is like eating calories instead of 
chicken, or drinking carbonated water in- 
stead of pop. It reduces business affairs to 
a tasteless intangibility that seems strange 
and unreal to the average person. As a 
measure of business transactions it may help 
to push back the veil of obscurity and to 
reveal things which, though seen, are little 
understood and hence of little practical 
value. The creditor’s knock at the debtor’s 
door will still have that cold disheartening 
sound even though the latter renders his 
statements in terms of purchasing power. 
Moreover, the debtor’s humble pleadings for 
leniency, when made in terms of purchasing 
power, might emphasize the creditor’s 
chance for gain and cause him to press his 
legal proceedings with more ardor than he 
might if he were not aware that the dollar he 
gave was worth substantially less than the 
dollar he would get back. 

The business man has no better measure 
of purchasing power than money or money’s 
worth. Money represents a general command 
over goods, a power to purchase. True, if we 
wanted to state fundamentally what has 
taken place when we borrow money or repay 
a loan, we would have to examine the opera- 
tions in the abstract and notice their effect 
upon the purchasing power of the parties 
concerned. However, we can recognize a 
change in purchasing power without com- 
puting its extent. 

But as emphasized before, in accounting 
we are trying to measure transactions when 
the only concrete measure we have is the 
price which marked the exchange. We know 
that presumably both parties profited by the 
exchange or it would not have taken place. 
It does not necessarily mean that this was 
the only price at which exchange could have 
taken place. Furthermore, it does not meas- 
ure the potential command over other goods 
each person believes he is acquiring. In view 
of the limitations of preparing an index of 
purchasing power and also of the inability of 
exchange price to measure value to the in- 
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dividual, can any attempted computation of 
purchasing power carry more significance 
than a compilation of bargained prices? 

Although the accountant cannot deny 
that personal valuation plays a major role in 
human activity, business activity not ex- 
cluded, he is not for that reason justified in 
trying to measure personal valuation in 
terms of purchasing power. The accountant 
does not aspire to the right to speculate 
regarding the amount of the enjoyable 
services which will emerge from the use of 
the assets which the business enterprise pos- 
sesses. Assets represent potential services; 
their potentiality approaches reality only 
when offered on the market. 

The accountant deals with specific enter- 
prises and he must therefore adopt the view- 
point of the managers, creditors, and owners 
of specific enterprises. As one who works an 
art he attempts to display the actual inter- 
play of financial transactions, not to show 
his impression of the activities of business. 
The accountant’s display is more or less 
inconsistent and at times clashing, but this 
is because he “‘endeavors to harmonize legal 
concepts with recognized business practices 
and related accounting conventions.” 

Like any picture, the accountant’s state- 
ments are only an imperfect projection of 
reality, this time of the business itself. 
Original cost, it would seem, is a better 
methodology for painting this picture than 
purchasing power, because the former is in 
line with business and financial thought and 
practice. It conforms with everyday usage. 
The latter methodology is expressed i 
terms which are foreign to everyday business 
procedure and unlikely to be really under- 
stood by the observer unless he has had 4 
thorough grounding in economics of price 
and in statistical procedure. From original 
costs the reader will interpret more ac 
curately the economic condition of the bus- 
ness because it is expressed in money values, 
terms with which the average person 3 
familiar and by means of which he expresses 
economic value. 


7 Stempf, Victor H., “Consolidated Financial State 
ments,” The Journal of Accountancy, Vol. Lxu, No 5, 
November, 1936, p. 364. 
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ACCOUNTING THEORY: A CRITIQUE OF THE 
TENTATIVE STATEMENT OF ACCOUNTING 
PRINCIPLES 


C. Rurus Rorem 


HE Executive Committee of the 

American Accounting Association pre- 

pared and distributed in June, 1936, a 
Tentative Statement of Accounting Princi- 
ples underlying corporate financial state- 
ments. The Committee attempted to set forth 
some of the bases upon which accounting state- 
ments rest. It was hoped that their publica- 
tion would arouse discussion and that a more 
comprehensive formulation will develop.’ The 
statement is an attempt to formulate theory 
which will explain the facts of accounting 
practice. 

The committee did not attempt to cover 
every phase of accounting theory. They 
limited themselves to the special problems 
of the preparation of financial statements of 
the private corporation. Moreover they 
treated only three aspects of corporation 
accounting which they classify as follows: 
the determination of costs and values; the 
measurement of income; the differentiation 
of capital and surplus. The entire statement 
consists of twenty propositions, some of 
which will be commented upon in the fol- 
lowing paragraphs. 


COSTS AND VALUES 


The seven propositions in this grouping 
may be summarized under the generalization 
that “cost gives value, for purposes of initial 
statement.”” The writer finds himself in 
accord with this general assumption. An 
economist may be disappointed that more 
attention was not given to the discounted- 
values of future income. But, after all, future 
income is an estimated figure, and one must 
look for a reasonable basis for such an esti- 
mate. What better basis than the amount 
which a buyer is willing to pay for a com- 
modity or service? To be sure, a buyer may 


_ ' Throughout the present article the italicized por- 
tons are direct quotations from the statement by the 
utive Committee. 


pay an amount which is more or less than the 
future income which he will receive or some 
other buyer might have realized. But the 
purchase dominates all other facts as a 
reasonable approximation to the estimated 
future income, if a free competitive market 
is assumed to exist. 

Proposition No. 1 of the committee is 
stated as follows: The accountant’s valuation 
of physical assets at any given point in time 
involves the determination of what part of 
original cost should be written off to reflect 
consumed, expired or lost usefulness, and what 
part should be carried forward as reasonably 
applicable to future operations. 

The second proposition is concerned with 
rules for the measurement of cost, and the 
determination of the expired values. Cost is 
to be measured by cash outlay or the fair 
market value of property acquired in exchange 
for securities. Cost is determined at the time 
of a substantial change in beneficial ownership. 
Whenever an item is purchased from another 
enterprise, the change in ownership is easily 
recognized, in point of fact as well as time. 
But the case is less clear when a reorganiza- 
tion involves an issue of new securities or a 
shift in the control of a corporation. Do such 
occasions justify a revaluation of physical 
assets, on the ground that ownership has 
changed? This question is one which must be 
dealt with when the principles are expanded. 

All diminutions or expirations of costs 
must be recognized, says the committee, 
even when the amounts thereof are not subject 
to measurement and must be estimated (Prop- 
osition 3). This statement is intended to 
apply mainly to depreciation, depletion or 
obsolescence, where the accountant must 
rely upon business judgment, seasoned experi- 
ence, and expert opinion. But this rule also 
may be applied to reductions of inventory 
and investment costs, where the known facts 
indicate that a portion of the original cost has 
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expired, other than through actual sale or 
physical disposal. Costs once charged off are 
to be treated with considerable respect, and 
not to be reinstated as assets (Proposition 4) 
except as required corrections are reflected in 
revised income statements for each period af- 
fected. 

The committee faces the problem of asset 
valuation as a general task with a single 
broad solution. No attempt is made to 
differentiate, in principle, between the 
evaluation of current and fixed assets. In 
the writer’s opinion, this position is sound, 
and the accountant has in the past weakened 
his standing as a scientist by attempting to 
discover differences rather than recognize 
similarities. In the final analysis, the de- 
preciation of value in a building is as much 
a reality as the sale of an article of merchan- 
dise. The amount of expired value is less 
easily measured in one case than the other, 
but the fact of expired value is equally 
demonstrable. Likewise the fall in the mar- 
ket price for unsold merchandise represents 
an expiration of value just as much as sale of 
a fixed asset at a price lower than the “cost 
less depreciation.” 

The accountant’s task is to measure the 
original cost, and the portions which expire 
during each fiscal period. It makes no dif- 
ference whether they expire through sale, 
depreciation, depletion, obsolescence, or fall 
in market-values. At any given time the 
accountant should attempt to write off the 
values in accord with recognizable transac- 
tions or on the basis of reasonable estimates. 
If he has written them off too slowly he may 
speed up the rate. If too rapidly, the rate 
may be retarded. The committee’s words 
are: should reduce the carrying values of assets 
in use or intended to be marketed to such 
amounts as may reasonably be expected to be 
recoverable in future business operations. But 
once values have been written off, they 
should be restored only with hesitation. 
Proposition 7 reads as follows: If values other 
than unamortized costs are to be quoted they 
should be expressed in financial statements 
only as collateral notations for informative 
purposes. 

The committee’s arguments and discussion 


are convincing and sophisticated, but their 
findings appear also to be influenced by the 
general rule of conservatism which has been 
the by-word of the accounting practitioner, 
The committee would seem to be saying: “be 
accurate if you possibly can, but in case of 
doubt, be conservative.’ This is to be con- 
trasted with the dogma that an accountant 
should be conservative to the extent of in- 
accuracy. Fortunately practicing account- 
ants have applied their rule of conservatism 
with the common sense and the special 
knowledge which arose from their experi- 
ence. The committee has given a better 
defense of the old dogma, or, if one prefers, 
has changed the dogma to a logically de- 
fensible rule of procedure. 

The most significant contribution to 
accounting valuation, in the writer’s opinion, 
is the implicit recognition by the committee 
of the economic similarity of current and 
fixed assets. The rule of cost-less-deprecia- 
tion for fixed assets is the same in principle 
as the rule of cost-or-market for current 
assets. Each of these values is an attempt to 
adjust the values to such amounts as may 
reasonably be expected to be recoverable in the 
course of future operations. But in each case 
the anchor-point of valuation is the original 
cost, and the changes are attempts to 
measure expired values. 

Many accounting practitioners and 
writers have argued that it was illogical to 
use “discounted future income’”’ as the basis 
of accounting valuation, and have made 
themselves ridiculous in doing so. The com- 
mittee wisely argues, not that it is illogical, 
but that it is impossible. Jt would seem beyond 
the ability of the accountant to establish the 
propriety of some new basis of valuation which 
has no relation to past outlays or experiences 
of the business or industry. And the com- 
mittee might have added “or to apply any 
such bases of valuation in practice.” 

The committee does not recommend or 
permit any revaluation of assets above their 
original costs, unless there has been a sub- 
stantial change of beneficial ownership. For 4 
going business concern this should not cause 
great inaccuracies. In case of expected 
liquidation, obviously the values would need 
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to be revised in anticipation of the change of 
beneficial ownership. If the concern continues 
operations the higher values of both fixed 
and current assets will be ultimately re- 
flected in a higher number or price of the 
commodities or services produced and sold. 

Only one statement is made with regard 
to the valuation of liabilities, namely that 
“bond discount”’ represents a reduction of 
indebtedness. Proposition 6 reads as follows: 
The excess of the gross amount of an obligation 
over the net proceeds received therefrom repre- 
sents interest payable at maturity, and on a 
balance sheet the unaccrued portion should 
appear as a reduction of the face value of the 
indebtedness. The logic of the committee’s 
position must be admitted, and here a defi- 
nite departure from current practice is 
recommended. Certainly the recommenda- 
tion is no less conservative than the doubt- 
ful practice of listing bond discount among 
the assets. The only possible complaint will 
come from those who would have preferred 
to charge such an item to the Surplus 
account. 


MEASUREMENT OF INCOME 


This section is not well named. The six 
propositions, 8 to 13, all deal with the clas- 
sification of income rather than its measure- 
ment. To be sure, the committee may have 
regarded income determination as essentially 
subordinate to the problem of costs and 
valuation, with the resultant emphasis upon 
subdivision rather than primary definition. 
At any rate, no mention is given of the 
criteria to be used in identifying income or 
the standards to be used in its measurement. 
The inclusive nature of income may be in- 
ferred, however, from the wording of Prop- 
osition 8, as follows: 

The income statement for any given period 
should reflect all revenues properly given ac- 
counting recognition and all costs written off 
during the period, regardless of whether or not 
they are the result of operations in that period; 
to the end that for any period of years in the 
history of the enterprise the assembled income 
statements will express completely all gains 
and losses. The general effect of this state- 
ment is to avoid losing track of the transac- 
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tions which are unusual in character, but 
nevertheless may affect the equities of stock- 
holders more than the so-called regular ac- 
tivities of the business. The committee 
argues that all income “realized” during a 
period of time should be reported in the in- 
come statement before finding its way to 
the surplus accounts. If the student or prac- 
titioner fears that this rule will cause indis- 
criminate listing of revenue and expense 
transactions in the income statement, he 
may be reassured by the next three propo- 
sitions which emphasize the need for sepa- 
rating the recurrent from non-recurrent 
transactions, and which list the types of 
transactions to be included in each group. 

The income statement should, where neces- 
sary, be divided into two sections, one showing 
particulars of operation for the period . . . and 
the other showing realized capital gains and 
losses and extraordinary credits and charge 
... not connected with the operation of that 
period (Proposition 9). The first part of the 
income statement (Proposition 10) is re- 
ferred to as the operations section and includes 
the transactions which are of a normally re- 
curring nature, such as gross revenues from 
sales and services, all operating costs, in- 
cluding depreciation, interest, amortization 
and taxes. Among the transactions listed as 
not affecting the operations of a period 
(Proposition 11) are extraordinary gains, 
losses and adjustments applicable to, but not 
recognized in prior years... resulting from 
factors other than current operations, gain or 
loss from the discharge of liabilities at less or 
more than their recorded amount, and other 
comparable items. 

The important point of emphasis is the 
necessity of both inclusion and separation 
with respect to irregular items of income. 
On the one hand the committee warns 
against charging extraordinary or irregular 
gains and losses directly to Surplus, thereby 
losing track of them in reports of business 
activity. On the other hand they guard 
against merging them with ordinary income 
or expense in the income statement. Both 
warnings are necessary, for it is a too com- 
mon practice to make direct entries to the 
surplus account whenever an unusual trans- 
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action occurs, for example, the disposal of 
a major item of real estate, the payment of a 
long-term liability, the change of a rate of 
depreciation. Conversely one knows of many 
instances where the net operating income 
for a period is distorted because of the in- 
clusion of transactions brought to realiza- 
tion during the period, yet really applicable 
to prior (or future) years. 

The previously mentioned warnings would 
apply also to the sudden recognition of 
gradual changes in values of leaseholds, in- 
tangibles or assets subject to depletion. 
Over a long period of time, of course, all 
income may be said to be included in the 
operations sections of an income statement, 
and the total change in stockholders’ equities 
may be said to be merely a summation of 
the gains or losses during the various periods. 
But some of the income and expense items 
are not easily allocable to fiscal periods; con- 
sequently the committee urges the use of 
what might be called a “‘non-operations sec- 
tion” of the income statement. To use their 
own wording in a summary paragraph: The 
objective . . . is to develop a report of corporate 
income for each fiscal period which not only 
reflects fully the items affecting current operat- 
ing results, but also indicates what adjustments 
have been made to allow for gains and losses 
which are not strictly applicable to the current 
period but which have not been recognized in 
the accounts during that period. 

One might obtain the impression that all 
transactions should somehow find their way 
into the income statements. But the com- 
mittee rules out (Proposition 12) profits or 
losses on transactions involving the issuance or 
retirement of its own stock; from any adjust- 
ment of the capital accounts; or from dividend 
payments or stock-dividend distributions. The 
need of sharp differentiation between cap- 
ital and surplus is repeated in the final group- 
ing of principles. 

There may be times when it is desirable 
completely to recast the accounts in order to 
give a correct statement of income for a 
period or series of periods. In such cases the 
committee advises (proposition 13) that at 
least one published report after such revision 
should include a corrected income statement 
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for each prior period for which adjustments 
have been made. This requirement is neces- 
sary for tracing the economic history of any 
business corporation. The total change in 
proprietorship during the life of the business 
should be equal to the sum of the partial 
changes during each fiscal period. To adjust 
the report of one period without presenting 
revised statements for other affected periods 
would obviously confuse or mislead inter- 
ested parties. 

The committee comes out flatly for revela- 
tion of actual fluctuations in corporate in- 
come resulting from regular operations or 
from contingencies. Income statements for a 
series of periods should not be distorted or 
artificially stabilized through the practice of 
creating large operating reserves in certain 
periods and charging to such reserves losses in 
succeeding periods which it is desired not to 
reflect in the current income statement. This 
principle does not argue for a spendthrift 
policy of corporate finance; it merely insists 
that if reserves are established for “lean 
years,” that the “lean years” should be 
recognized as such, and that operating losses 
should be reported as such before being 
charged against the reserves. To be sure, the 
enterprise may subsist or even thrive upon 
the granaries of previous years, but, after 
all, they are the results of previous years. 
No argument or accounting procedure can 
change this fact. A farmer might just as well 
argue that his crops are good “this year” 
because he still has money in the bank from 
crops sold “last year.” 


CAPITAL AND SURPLUS 


In the writer’s opinion this is the clearest 
and most satisfactory definition of corpora- 
tion capital which has appeared in account- 
ing literature. Only two major divisions of the 
capital of a corporation should be recognized: 
paid-in capital and earned surplus. Subdivi- 
sions of each section should appear as may be 
appropriate (Proposition 14). There is only 
one source of corporate surplus, namely 
“earnings.” It makes no difference whether 
the earnings are regular or irregular, operat- 
ing or non-operating. Likewise there is only 
one source of capital, namely the amounts 
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“paid-in” by stockholders, either through 
the process of contributing assets to the en- 
terprise or receiving corporate shares in ex- 
change for the proportionate equities in the 
earned surplus. Paid-in capital consists of 
amounts received for shares issued . . . (Prop- 
osition 15). This capital may be “paid out” 
by the redemption or retirement of shares 
of stock or increased by the issuance of new 
stock. Gains or losses from the issuance or 
retirement of capital stock affect paid-in 
capital directly and are not to be regarded 
as income or expense which affect earned 
surplus, with one exception. Losses on re- 
tirements, beyond the amount by which 
capital has been formally reduced, should be 
charged to paid-in surplus only to an amount 
not in excess of the prorata portion of paid-in 
surplus applicable to the shares; any part of 
the cost which cannot be thus absorbed should 
be charged to earned surplus (Proposition 16). 
The committee argue that such losses are 
in effect distributions of earned surplus, a 
type of dividend, to the stockholders to 
whom the payments are made, and that it 
would be improper to charge one group of 
stockholders with payments made to an- 
other group. 

“Treasury stock is not an asset.” The 
committee does not use these words, but in 
amore extensive statement they make their 
position clear: The cost of reacquired shares 
of capital stock should, if the shares are reis- 
suable, be regarded as an unallocated reduction 
of capital and surplus rather than as an asset 
... (Proposition 15). This statement will 
give rise to some objections by practicing 
accountants who have for years listed treas- 
ury stock on the left side of corporate bal- 
ance sheets. But, from a logical point of view, 
the committee must be regarded as correct. 
Certainly the legal right to try to obtain 
money or property by issuing stock does not 
have the same economic status as the money 
or property actually received. To argue to 
the contrary would permit also the principle 
of carrying all unissued stock as a corporate 
asset, which no accountant would take 
seriously. In practice, no corporate execu- 
tive or accountant would attempt to borrow 
money on the basis of a large amount of 
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unissued or reacquired stock. If the banker 
or merchandise creditor fails to consider 
treasury stock as good collateral, why should 
the accountant list the stock as an asset, 
especially when the mathematical equality 
of the balance sheet can be maintained by a 
subtraction from paid-in capital? 

Proposition 17 prohibits the use of paid-in 
capital or earned surplus reserves for the 
direct absorption of losses, which should be 
charged by way of the income account to 
earned surplus. Proposition 18 is the corol- 
lary of Proposition 12, which excludes from 
the income account all gains or losses on trans- 
actions in the corporation’s own stock. Earned 
surplus should include no credits from transac- 
tions in the company’s own stock or transfers 
from paid-in capital or other capital account. 
Once paid-in capital has been designated as 
such, it should not be reclassified as earned 
surplus. But deficits may, under the proper 
conditions, be treated somewhat differently, 
as the committee argue in Proposition 19. 
Where by proper corporate action a deficit 
has been absorbed through a reduction of par 
or stated value of capital stock or by transfer 
to paid-in surplus, earned surplus thereafter 
should be so labeled as to indicate that it dates 
from a point of time subsequent to the inception 
of the corporation. In other words, if the cor- 
poration has “started over,” the balance 
sheet should indicate the fact clearly. 

The final principle is an appeal for clarity 
in the periodic reports. There are some trans- 
actions which will not be brought to the 
readers’ attention without special emphasis 
upon the changes in the capital stock and 
surplus accounts. The committee recom- 
mends that periodic reports should include 
analyses of capital stock and surplus accounts 
in sufficient detail to disclose the nature of the 
changes taking place during the accounting 
period ... (Proposition 20). 

The objective of these propositions 1s to make 
an effective distinction between capital con- 
tributed to the corpoyation by stockholders and 
capital accumulated as a result of earnings 
from operations or from sources other than 
stock transactions with stockholders. . . . If in- 
come and profits are to have any meaning the 
factors influencing them must be isolated and 
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their net result expressed in a separate account 
or section of the accounts. This is possible if 
all profits and losses are carried through a 
single medium to the earned surplus account. 
There are times when satisfactory ac- 
counting for paid-in capital will be handi- 
capped in some degree by conflicting provisions 
of corporate laws. This possibility need not, 
however, avoid the establishment of prin- 
ciples of good accounting and finance. Many 
things are lawful, but this does not make 
them logical. The accountant must proceed 
in a rational manner and then comply in 
each jurisdiction to the legal requirements 
established by the legislatures and courts. 


SUMMARY 


The tentative statement of the committee 
must be applauded as a step in the progress 
of accounting as a science. Not every prin- 
ciple is of equal importance; some are corol- 
laries of the others. Moreover some of them 
must ultimately be explained in detail be- 
fore their validity will be apparent. In gen- 
eral the principles emphasize the need of 
clarity and directness. They seek to tear the 
veil from accounting valuation and the prep- 
aration of corporate statements. The com- 
mittee’s recommendations on costs and 


values might be criticized on the grounds of 
abstract theory, but they must be defended 
on the grounds of practical applicability, 
Conversely the recommendations on income, 
capital and surplus appear proof against all 
theoretical criticism, although they may be 
expected to meet stubborn resistance in 
practice. The simple and logical concepts in- 
cluded in the statement will not meet ready 
acceptance from individuals or groups who 
have been guided only by accounting or 
legal custom. In the final analysis the ac- 
countant’s obligation is to use scientific 
method and to present scientifically defen- 
sible facts. 

The task of the American Accounting 
Association has just begun. The tentative 
statement covers only a few aspects of ae- 
counting theory. Each must be amplified 
and others must be added. Probably most of 
the “spade work” will have to be done by 
teachers rather than practitioners. The 
teachers are in a good position to submit 
preliminary principles, and the practitioners 
are especially qualified to revise or establish 
them. Accounting theory is a formulation of 
what the profession is now attempting 
rather than what it has already achieved. 


TRENDS IN THE TECHNIQUE AND TOOLS 
OF MANAGEMENT 


DR Scorr 


POLIcY type of management has come 
A to be characteristic of modern busi- 

ness enterprise. This means that 
business practices in meeting particular 
situations and particular problems are being 
shaped to a constantly increasing degree 
by general rules formulated in advance. 
Methods of production and sale as well as 
relations with employees, consumers and 
investors are regularly subject to policy con- 
trol. 

This trend in management has been neces- 
sitated by the increasing size of the business 
unit and the increasing complexity of its 
operations. The activities of a large business 


organization move forward with so much 
momentum that they quickly bring on dis- 
aster unless a clear track ahead is provided 
for them. It is a responsibility of the policy 
type of management to foresee possible dis- 
asters and to keep the road ahead clear. 
The size of current business units, their 
complexity, their closely knit organization 
and the necessity for a forward outlook in 
their administration are all due in a large 
measure to machine processes used in the 
technological operations over which business 
enterprise exercises control. Technical opera 
tions in production and in the physical dis 
tribution of goods have shown the way to al 
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economy of efforts which is now afforded 
by a standardization of the non-technical 
activities of the controlling business organi- 
zation. And by such standardization the 
functions of the purely administrative de- 
partments of business enterprise have tended 
to become technical. We no longer think of 
it as a figure of speech to refer to the “ma- 
chinery of administrative control.” The 
responsibilities of various departments and 
different officials have been so clearly dif- 
ferentiated and so closely correlated with 
each other that the whole organization liter- 
ally operates as a machine. The development 
of a regular program of business policies is 
in a broad sense a by-product of mechanized 
business control. 

The evolution of business management is, 
like most institutional changes, a gradual 
and continuous process. The appearance of 
what has been called here a policy type of 
management does not represent an abrupt 
change. Perhaps the best designation of the 
introduction of this type of management 
would be the differentiation of policy forma- 
tion from other administrative responsibili- 
ties. Such a differentiation was effected in 
the selection of a policy executive giving his 
whole time to the business. Typically this 
policy executive has been the chairman of 
the board of directors. However, the intro- 
duction of such a policy executive into the 
business organization did not mark the be- 
ginning of the current emphasis upon busi- 
ness policies. Rather it came only after the 
increasing need for foresighted management 
had placed an undue burden upon the presi- 
dent who was responsible also for adminis- 
trative direction of the current operations 
of the business. 


POSITION OF THE POLICY EXECUTIVE 
IN THE ORGANIZATION 


The conventional organization chart for a 
large business enterprise has not been re- 
vised to make a place for the policy execu- 
tive. It has been the usual practice to pro- 
mote the president to the position of policy 
executive and to make no special place for 
him in the organization chart. Of course it 
might be argued that he is represented in 


the board of directors of which he is chair- 
man but the argument is not convincing. He 
is a full time member of the organization. 
His work is distinct from that of the board 
even though its function consists of giving 
direction to the actions of the board. If the 
organization chart is to be realistic it should 
differentiate between the board and the 
policy executive. Perhaps the best way to 
indicate the position of the policy executive 
would be as a staff adviser to the board. 


THE RISE OF “FUNCTIONAL 
CONTROL” 


In the rise of large-scale business activi- 
ties there has been a high degree of speciali- 
zation. This has been especially true of in- 
dustrial enterprises. Early in the history of 
the factory system it became necessary to 
set up separate organizations for different 
operations and to place different individuals 
in charge of them. Some of these major 
divisions of operations have been buying, 
selling, production and finance. And as time 
has gone on these have been subdivided still 
further. The subdivision has been carried 
furthest in production with the result that 
there may be several grades of executives 
below the officer in charge of all productive 
operations. 

The authority which reaches down from 
the top through those in charge of depart- 
ments, subdepartments and sections is 
called line control. It is comparable to the 
line authority in military organizations. In 
practice this line authority has not proved 
equal to the task of coordinating all the 
operations of the increasingly complex busi- 
ness enterprise. As a result it has been sup- 
plemented by a new type of authority which 
cuts across the departmental organization. 
An early example of this new type of author- 
ity was that of the general accountant who 
was given power to determine what ac- 
counting records should be kept in all de- 
partments of the enterprise. Now, there are 
various such authorities, for example, those 
in charge of office routines, statistical records, 
budget making and personnel problems. 

The authority which cuts across depart- 
mental lines is often called a functional 
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authority as contrasted with the line author- 
ity which follows the departmental organi- 
zation. The designation is unfortunate since 
the departmental organization itself rests 
upon a functional basis. However, regardless 
of names, this multiple correlation of author- 
ity with functions is increasingly character- 
istic of modern business management. 


BUSINESS STATISTICS 


The development of accounts as a tool of 
management has been going on steadily for 
a long time. Especially in the period since 
the industrial revolution they have shown a 
constant tendency to adapt themselves to 
the needs of management. Nevertheless the 
tradition that accounts are records of past 
transactions and the rigidity of their formal 
organization have been handicaps which 
have prevented their keeping up with the 
rapid development of a longer time perspec- 
tive in management. In mapping out the 
course of large business operations it has 
been necessary for management to keep 
records which do not run in double entry 
terms and sometimes not even in monetary 
terms. It also has been necessary to set up 
ratios and trends based upon many of the 
data afforded by accounting records. The 
result is that in the last generation we have 
seen a rapid rise of business statistics as a 
supplement to and extension of the account- 
ing record. 

The control function of business statistics 
is in general the same as that of accounts. 
Both tools have grown out of the practical 
needs of business management and since 
they serve the same general purpose it is 
inevitable that they should be effectively 
coordinated in a further process of adapta- 
tion just as in the past we have seen a con- 
solidation of cost accounts with older types 
of accounting records. 

The process of consolidation of accounts 
and business statistics already has developed 
to a considerable degree. The increasing use 
of statistical methods in handling such items 
as bad debt expense, depreciation and vari- 
ous types of risk costs, as well as the increas- 
ing use of standard costs in cost control, 
all indicate how statistical procedures are 


being absorbed into accounts. And, on the 
other hand, when portions of the accounts 
are kept along with data not included in the 
traditional double entry record on punched 
cards used with tabulating machines, it soon 
becomes difficult and useless to separate the 
accounting from the statistical record. 


THE RISE OF BUDGETING 


Another change which is closely associated 
with the evolution of business records is the 
recent development of budgeting in business, 
We have long since practiced budgeting 
under the guise of production schedules, sales 
quotas, financial programs and many other 
forms of business planning. The recent em- 
phasis upon business budgeting is not so 
much the introduction of a new phenomenon 
as it is the development of an old one. It 
applies budgeting or planning to more ac- 
tivities than ever before and it calls for 
more exact and scientific methods of fore- 
casting operations which have long been 
planned in advance. But its most significant 
aspect is the attempt to coordinate the 
separate forecasts and budgets for different 
operations into a unified program for the 
entire business enterprise. 

If we are going to be able to look ahead 
with assurance, we must be able to look 
back with accuracy. Accurate records are 
the indispensable basis of forecasting. The 
lines which we project into the future must 
run back into the past and forward into 
the future in the same terms. If we are at- 
tempting a comprehensive, unified forecast 
of prospective operations and conditions of 
the business it should run in the same terms 
as those which will be used to summarize 
the actual operations and conditions which 
arise with the passing of the given interval 
of time. Hence as long as we use the balance 
sheet and income statement to sum up ac- 
tual conditions and operations we should 
also undertake the expression of our fore- 
casts in the same terms. Our annual budget 
should therefore be summed up into a pro- 
spective income statement and a prospective 
balance sheet. 

The process of coordinating accounts with 
a program of business planning could net 
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be stopped by accountants if they wished to 
do so. It will be carried further in the future 
than it has been in the past. Even at this 
time it would be a mere quibble over ter- 
minology to argue that such a prospective 
balance sheet is or is not an accounting in- 
strument. 


CHANGES IN ACCOUNTING 


Accounts are always in process of chang- 
ing. Their development is to be seen in 
changing forms of original records and in 
evolution of the balance sheet and income 
statement. This development has come in 
part as a gradual and unimpeded adaptation 
to new economic relations of a changing 
business environment. It has come in part 
also through the conflict of opinions of ac- 
countants in connection with numerous con- 
troversial problems such as the adoption of 
an accrual basis of accounts: the inclusion 
in current income of credit sales not yet 
collected: the treatment of depreciation as 
an operating cost: the treatment of interest 
as a manufacturing cost, and the develop- 
ment of cost accounts including their con- 
solidation with the so-called commercial ac- 
counts in industrial accounting. 

At the present time changing business 
conditions and changes in management have 
brought on an unprecedented disorganiza- 
tion in accounting practices and in account- 
ing terminology. Such a situation makes in- 
evitable an unusually rapid change of both 
theory and practice. The present need for an 
accounting reintegration is patent. However, 
efforts to formulatean official or authoritative 
expression of principles or practices should 
be undertaken with extreme caution. We 
must remember that our fundamental prob- 
lem is not elimination of the confusion in ac- 
counting practice or conflicts of opinions 
among accountants but rather an adaptation 
of accounting to the situation which has 
given rise to conflicting opinions and con- 
fused practice. Until the fundamental ad- 
justment has been made, conflict of opinions 
is healthful and wholly desirable. To over- 
ride it by weight of authority would be an 
unmitigated misfortune. 

Adjustments in accounting theory and 
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practice which come out of the current situ- 
ation will be shaped largely by influences 
outside of the technical field of accounts. 
Among such influences one of the most im- 
portant is the development of a policy type 
of management. The adoption of a longer 
time perspective by management has placed 
a premium upon comparative accounting 
data. The accountant has been put under 
pressure to make accounting reports of each 
fiscal period comparable to those of other 
periods in order that trends may be accu- 
rately portrayed. A further process has been 
added to the traditionally final operation of 
preparing the balance sheet and income 
statement, namely, the preparation of finan- 
cial and operating ratios. These ratios are 
potentially the most significant basis of 
managerial control. However they can be no 
more accurate and dependable than are the 
terms out of which they are constructed. 
Hence the present managerial demand for 
a more accurate statement of individual as- 
sets, liabilities, incomes and expenses. This 
demand is responsible in no small degree for 
the introduction of statistical methods into 
accounting processes. 

When the general auditor or general ac- 
countant was set up with authority to deter- 
mine what accounting records should be 
kept in all departments, the primary pur- 
pose in view was to obtain a comprehensive, 
unified system of records for the entire or- 
ganization. In many cases this meant a shift 
in the dominant viewpoint of the records 
from the viewpoint of the department to 
that of the president or general executive. It 
is not to be supposed that accounts ceased 
to serve the needs of departmental man- 
agements. Far from it! The coordinated 
record proved more useful to the depart- 
mental management rather than less so. For 
one thing it helped to coordinate the work 
of each department with that of other de- 
partments. Now, with the development of a 
policy type of management, it is inevitable 
that business records, including accounts, 
will shift their controlling point of view from 
the president or chief administrative execu- 
tive to the policy executive. And in the 
doing so their usefulness to both the presi- 
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dent and the departmental executive will be 
still further enhanced. 

In the current situation of more than or- 
dinarily rapid change there is a constantly 
increasing number of government commis- 
sions and other official agencies whose func- 
tions affect the conduct of business enter- 
prise. Those in charge of these agencies have 
turned to the accounting profession to fur- 
nish them with effective tools of control. The 
legal profession and the courts likewise are 
turning to accountants for guidance, some- 
times in the application of old rules of law 
to new economic relations and more often 
in the application of new forms of regulatory 
legislation. The trend towards an increasing 
social control of business affairs has placed 
accounting in a key position of great impor- 
tance. If it is to live up to the opportunities 
of this position it must present a workable 
uniformity of principles and practices. Just 
at the time when there is the greatest need 
for a rapid evolution and adaptation to new 
economic situations there comes this press- 
ing practical demand for standardization and 
uniformity. Whether uniformity or readap- 
tation should take precedence is about as 
difficult a question to answer as the ancient 
problem of the priority of the hen or the egg. 
And the answer is the same. Accountants 
are being called upon to solve the problem 
by producing both the hen and the egg at 
the same time. While the Executive Com- 
mittee of the American Accounting Associa- 
tion is trying to pull a full grown hen out 
of the hat in the shape of an authoritative 
statement of principles someone must give 
attention to the egg, that is, to the problem 
of adjusting those principles to the forth- 
coming economic situation in the shaping of 
which they are called upon to play an im- 
portant part. That is circularity with a venge- 
ance. However, the interdependence of ac- 
counts with an evolving economic society is 
a matter of fact which no amount of theoriz- 
ing can eliminate and our troubles will be 
less in the long run if we frankly recognize 
the situation. 

With a view to the problem of adaptation 
rather than the problem of standardization 
the following tentative list of changes in ac- 
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counts is suggested. They should in some 
cases perhaps be expressed as pressures for 
change rather than as trends which are 
actually under way. The list is as follows; 


1. A shift of emphasis from the formal to the 
functional point of view; a shift of emphasis from 
the record function to the control function of ae. 
counts. 

2. An increasing use of statistical methods in 
accounts as in many problems of cost accounting, 

3. The coordination and in some cases even 
consolidation of accounting records with statis. 
tical records. 

4. The substitution of a dogma of accuracy for 
the dogma of conservatism. 

5. A shift of the controlling viewpoint of ac. 
counts from current general administration to the 
longer run point of view of the policy executive. 

6. A breaking up of the traditional rigid sys- 
tem of accounts into a complex organization of 
different types of records: the development of 
theory and technique specially applicable to the 
treatment of particular accounts or classes of ae- 
counts. 

7. The presentation of accounting theory as a 
guide to practice rather than as a body of rules 
based upon practice. This places accounting in its 
theoretical aspects as one of the group of social 
sciences and puts upon the accounting profession 
a large share of the task of coordinating economic 
processes with other aspects of the current social 
order; a task sometimes expressed as the socializa- 
tion of business. 


THE POSITION OF THE 
CONTROLLER 


The idea of a coordination of accounts 
and statistics is not new. J. O. McKinsey 
in his book on Managerial Accounting pub- 
lished in 1924 set up as a standard form of 
organization a Department of Standards and 
Records to be headed by a controller. It 
included accounts, statistics, budgetary con- 
trol and office management. In this set-up 
the controller was to have line control over 
his own department and functional control 
over accounting and statistical records, budg- 
etary procedures and office practices of all 
departments. 

In his discussion McKinsey cited quote 
tations presenting two general conceptions 
of the work of the controller. One of these 
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pictured the controller as presenting and 
interpreting summarized results of the rec- 
ords in such a way as to shape the policies 
of the business enterprise in question. The 
other portrayed him as a practical executive 
suggesting ways and means and forms of 
organization which could be expected to 
carry out given policies most effectively. 
One view makes him a right-hand man to the 
policy executive and the other a right-hand 
man to the president or chief administrative 
executive. 

The only trouble with such an arrange- 
ment is that it assigns to the controller 
more work than it is humanly possible for 
one man to perform. When such a position 
develops that its occupant requires a right- 
hand man, effective coordination of the work 
of the two individuals requires that the 
right-hand man work harder and stay on the 
job more continuously than his principal. 
Hence, when we agree on the desirability or 
necessity of setting up separate policy and 
administrative executives, it follows that a 
parallel separation of the functions of con- 
trollership is imperative. This could perhaps 
best be accomplished by making the con- 
troller a staff man reporting to the policy 
executive and exercising functional control 
over all accounting and statistical records. 
The logical procedure would then be to 
place a Superintendent of Records at the 
head of the department of records to exer- 
cise line control over it and serve as right- 
hand man to the president. 

When the accountant became a general 
officer in the modern large business enter- 
prise, his records provided a supplementary 
channel through which the president could 
keep in touch with the operations under his 
control. That is, this channel was supple- 
mentary to the president’s contacts through 
departmental or divisional executives. When 
the position of policy executive was created 
it afforded the board of directors a chanuel 
for the formulation of policies supplement- 
ing their contact with the business through 
the office of the president. Thus these two 
developments were roughly analogous im- 
provements of management. Current trends 
m administration point to their eventual 
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consolidation through a shift of the con- 

trolling viewpoint of business records to the 

long run point of view of the policy executive. 
ORGANIZATION IN MANAGEMENT 

Large scale business organization has 
rolled up like a snowball. It has become an 
agglomeration of many varied and fre- 
quently divergent interests. That such an 
enterprise cannot be operated successfully 
without effective organization has long been 
recognized. And there is no intention here of 
questioning the ingenuity and skill with 
which the development of the typical organi- 
zation has been shaped to afford the most 
effective control over the business activities 
of financing, purchasing, production and 
selling. Nevertheless application of the prin- 
ciple of organization to business administra- 
tion has been entirely one sided. 

By tacit acceptance of a traditional social 
theory we have assumed that the purpose 
of business is a simple one of making a profit. 
We have therefore given our attention en- 
tirely to evolving ways and means to that 
end. But when confronted by the problem 
of a long run administration of large business 
organizations involving as they do complex 
groups of varied interests, we have finally 
waked up to the fact that the problem is not 
the simple one of self interest which con- 
fronted the individual in a more individualis- 
tic economy. The typical large business 
enterprise is likely to have both common and 
preferred stockholders; it may have both 
majority and minority stockholders, and it 
will have both present and future stock- 
holders. Furthermore there are problems of 
public relations to be solved and perennial 
problems of relations to employees and con- 
sumers. These problems and many others 
are not to be solved by any simple formula 
of maximum profit. 

The setting up of a policy executive was 
a tardy recognition of the previously one 
sided character of business organization. But 
it was not enough to meet the situation 
effectively. No one man’s judgment is a 
broad enough basis for the solution of prob- 
lems such as those cited above. The setting 
up of the policy executive is significant pri- 
marily because it differentiates a special 
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function. In so doing it represents the begin- 
ning rather than the end of a new develop- 
ment in management. The function having 
been clearly set out, the application of 
organized and systematic effort directed 
towards its performance will follow as a 
matter of course. The building up of an 
organized basis for policy determination will 
make it an increasingly technical function. 
Inevitably the board of directors will be 
more and more at the mercy of such a policy 
forming organization. And the more effec- 
tive the organization is the more the policy 
executive himself will become an integrated 
part of the whole cooperative organization. 

The ordinary stockholder has long since 
lost his ability to play any vital role in the 
administration of large scale business and it 
now appears that the board of directors as an 
authority representing the stockholder will 
eventually follow him into innocuous desue- 
tude. 

This is not the place to argue the question 
of the future role of private property control 
of big business but it may be said in passing 
that a study of business management from 
the inside indicates that the current trend 
towards social control of business is not an 
invention of either radical reformers or med- 
dlesome politicians but is rather a by-prod- 
uct of the failure of the traditional system 
of private ownership to afford a vital and 
effective control. 


BROADER SOCIAL TRENDS 


The one connecting thread running 
through all of the foregoing discussion is its 
consistent emphasis upon a forward looking 
perspective. The technique and tools of man- 
agement have been described as in process of 
adjusting themselves to a situation in which 
the success of business enterprise will be 
based upon a system and effective prediction 
of future operations. 

This change is not peculiar to business 
management. The development of experi- 
mental attitudes in educational administra- 
tion and in the administration of govern- 
mental affairs and the very development of 
the current body of administrative law are 
a few of the many evidences of a current 
evolutionary social outlook. 
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The last five hundred years has been a 
period of rapid expansion of man’s geo. 
graphic horizon. This has been true not 
merely in an abstract sense, as in the modern 
school boy’s study of geography, but in a 
very concrete way in the ordinary man’s 
consumption of goods from many parts of 
the world and more particularly in his daily 
reading of newspapers which draw their 
news from “all corners of the globe.” In 
recent years the radio has brought the indi- 
vidual even closer contact with distant 
places. When he can hear campaign speeches 
delivered in Boston, New Orleans and San 
Francisco within a few minutes time or with 
a turn of the dial can shift his interest from 
the jazz program of a Chicago orchestra to 
a talk by a British economist delivered in 
London or when listening to the account of 
a world’s series baseball game played in 
New York City he hears the crack of the 
bat and during the flight of the ball follows 
the speculations of the announcer as to 
whether it is going to be a home run, those 
distant events become very realistically a 
part of his own experience. 

This expansion of the world in which men 
live has had vital social consequences in the 
destruction of old relations and in the estab- 
lishment of many new ones. We have not 
yet learned how to live together in this new 
far flung community. And while we are 
struggling with the problem there has come 
upon us a second form of expansion which 
promises to be no less significant than the 
first. With the general acceptance of the no- 
tion of evolution or change in social affairs 
our thinking and actions in current situa 
tions are being shaped to an increasing de- 
gree by considerations reaching back into the 
past and forward into the future. It is a 
hazardous undertaking to forecast specific 
features of the world that is yet to be but 
there is one prediction that can be made 
with all the assurance and certainty which 
are associated with modern science. It is 
that just as we live in a larger world than 
did our ancestors, because we have brought 
the events of a wider geographic area within 
our own experience, so coming generations 
of our descendants will live in a larger world 
than we do because they will effectively 
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bring into their experience a wider range of 
events reaching back into the past and for- 
ward into the future. 

Our current problems of social readjust- 
ment arise primarily out of the impacts of 
these two types of cultural expansion upon 
a traditional social order. We must adjust 
ourselves to both trends if we are to achieve 
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any effective reconstruction and the two ad- 
justments can be worked out only together 
as one process. 

Working out the implications of a for- 
ward perspective in business management 
and shaping the necessary evolution of tools 
of management are only particular features 
of the broader process of social change. 


ACCOUNTING REQUIREMENTS OF 
STOCK EXCHANGES, 1933 


FRANK P. 


reports has tended to coincide with 
the increasing importance of the cor- 
poration as a type of business organization. 
But many factors other than the wishes of 
stockholders have influenced the develop- 
ment of corporate reporting and accounting 
policies. In the early period of corporate 
regulation in the United States the legisla- 
tion restricting the operations of railroads 
possibly exerted some influence; some of our 
leading financial journals carried on active 
campaigns for better reporting practices. 
And stock exchanges, the factor with which 
this paper is principally interested, began 
to require accounting statements as a part 
of their expanding listing requirements. 
Prior to 1933 legislation played but a 
minor part in the development of reporting 
and accounting policies of American indus- 
trial corporations. We have important legis- 
lation on our statute books today in the 
form of the amended Securities Act of 1933, 
and the Securities Exchange Act of 1934. 
Both Acts contain restrictions and require- 
ments in the field of corporate accounting, 
and the promulgations of the Securities and 
Exchange Commission should prove of great 
importance in encouraging consistent and 
accurate reporting and accounting policies. 
These legislative devices represent a new ap- 
proach to the problem of securing adequate 
presentation of corporate operations. 
The tracing of the influence of the various 
factors on the development of accounting 
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and reporting practices of American corpora- 
tions involves many intangibles. The “‘ortho- 
dox”’ policies of today are the result of an 
evolutionary process which owes but little 
to legislation. What legislation we had prior 
to 1933, such as the income tax regulations 
and state corporation statutes tended to 
follow accepted accounting treatment. The 
same is true today, of the new securities and 
exchange legislation. 

The purpose of this study is to attempt to 
describe and evaluate the accounting re- 
quirements of some of our leading securities 
exchanges as of 1933. The exchanges se- 
lected! for study are the New York, Boston, 
Chicago, Philadelphia, San Francisco Stock 
Exchanges and the New York Curb Ex- 
change. The year 1933 is selected as repre- 
senting the highest point in the develop- 
ment of individual exchange requirements 
but is not meant to imply that the influence 
of exchanges ceased with the 1933-34 legis- 
lation. The requirements of exchanges, op- 
erating under the Securities Exchange Act, 
will not show the same variations as existed 
to 1933, although exchanges still have sub- 


1 The exchanges selected for study represent the six 
largest securities exchanges in the United States on the 
basis of total market value of all sales. During the first 
nine months of operation under the Securities nate 
Act, October, 1934—June, 1935, these ex 
in the following order: New York Stock (1), New var 
Curb (2), Boston Stock (8), Chicago Stock (4), San 
Francisco Stock (5), Philadelphia Stock (6). See First 
Annual Report of the Securities and Exchange Commis- 
sion, p. 87. 
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stantial freedom in developing new rules 
provided the minimum requirements of the 
Securities Exchange Act are observed. Today 
the promulgations of the Securities and Ex- 
change Commission tend to obscure the 
independent efforts of the separate ex- 
changes. 

The importance of the requirements of 
the Commission regarding accounting and 
reporting policies can hardly be overstated. 
However, the fact that exchanges already 
had many effective and adequate require- 
ments in force in 1933 undoubtedly lessened 
the difficulty of enacting and enforcing the 
requirements of exchanges as of 1933-34. 
The result is a continuous development, 
first under private exchanges, then under 
the Commission, for the purpose of devising 
and enforcing better accounting and report- 
ing policies for corporations. The continu- 
ance of this development depends largely 
on the efforts of the Securities and Exchange 
Commission but this is not to deny that the 
requirements of our leading exchanges 
played a substantial part in encouraging the 
adoption by corporations of improved ac- 
counting and reporting practices. 


I, ACCOUNTING REQUIREMENTS AND 
LISTING STATEMENTS 


Stock exchanges have influenced corporate 
accounting and reporting practices mainly 
through their listing requirements.” Listing 
regulations, in turn, consist of two parts;* 


2 Listing requirements, like accounting policies, have 
developed through an evolutionary process. The re- 
quirements of exchanges in 1933 depended on (1) the 
opinions of the members and (2) on the opinions of 
officers of listed and applicant corporations. In the past 
the officers of applicant corporations have usually 
agreed to certain requirements to be binding in the 
future. Should the requirements of the exchange be 
made more severe in the future the listed corporations 
were not obliged to observe the new regulations, unless 
their officers voluntarily agreed to do so. Consequently, 
the fact that certain requirements were in effect in 1933 
did not mean that all listed corporations observed these 
requirements. The 1933 regulations were binding on 
new listings and on those corporations voluntarily 
agreeing to observe the 1933 regulations. 

3A third grouping might made for some ex- 
changes, particularly the New York Stock Exchange, 
consisting of announcements of policy. These announce- 
ments might be made binding as a part of listing state- 
ments or might be merely su ions made in the hope 
that listed corporations would voluntarily adopt them. 


(1) the statements submitted to an exchange 
including certain historical, legal and finan. 
cial information, and (2) the agreements 
which officers of applicant corporations must 
sign. 

The listing statement, as submitted by 
an applicant corporation, contains informa. 
tion designed to answer specific questions 
included under the listing requirements. The 
agreements signed by officials of the appli- 
cant corporation bind the corporation to ob- 
serve, among other practices, certain ac 
counting and reporting practices. Most of 
our larger exchanges, prior to 1933, had 
developed separate listing requirements for 
different types of companies, such as mining, 
investing, oil and industrial companies, as 
well as different requirements for stocks, 
bonds and certificates of deposit. Securities 
of foreign issuers also received separate treat- 
ment. The requirements of the different 
exchanges with respect to a certain type of 
company or security varied widely. The most 
stringent requirements were generally found 
in the larger exchanges, such as the New 
York, Chicago and San Francisco Stock Ex- 
changes. Curb associations, in general, had 
less exacting requirements than stock ex- 
changes. Perhaps in no other respect was the 
variation in requirements more clearly pro 
nounced than in the accounting reports and 
agreements called for in the listing regula- 
tions of the various exchanges. 


II, ACCOUNTING REQUIREMENTS OF 
THE NEW YORK STOCK 
EXCHANGE 


The outstanding exchange of the country 
from the standpoints of volume of trading,’ 
volume of listed securities, and severity of 
requirements is the New York Stock Ex- 
change. Because of the number of large com- 


To illustrate, the following accounting problems have 
been discussed by the New York Stock Exchange: stock 
dividends, segregation of surplus, and write-downs of 
assets. Much material on these subjects is included ia 
the speeches of the various New York Stock Exchange 
officials, especially those of Mr. J. M. B. Hoxsey, 1930 
1933, and in the official announcements issued by 
New York Stock Exchange. 

‘In the year 1988, this exchange executed 77.13% 
of the total stock trading (shares), and 77.79% of the 
total bond trading (par value). 
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panies listed on the New York Stock Ex- 
change and the large number of security 
holders thereby concerned, the requirements 
of this exchange will be given particular 
emphasis. 

The importance of the efforts of the New 
York Stock Exchange in the field of corpo- 
rate accounting cannot be fully shown 
through a study of the requirements in the 
listing statements and agreements. More 
than any other exchange in the United 
States this exchange has formulated opinions 
regarding various phases of reporting and 
accounting practice and has sought to have 
these opinions adopted by listed companies. 
Many of these policies have not been com- 
pulsory on listed companies but have, never- 
theless, been of importance as indicating 
practices considered desirable by committees 
of accountants and exchange officials. The 
many requirements concerning stocks and 
bonds of different types of companies pro- 
hibit the treatment of all the different re- 
quirements and the following discussion will 
be based on the requirements for an original 
listing of stock of an industrial company. 

A concern applying for an original listing 
of stock, as of 1983, was required to furnish 
the following financial statements: 


1, A statement of earnings for the preceding 
five years, if available, with interest charges, 
depreciation and Federal taxes; 

. Income and surplus accounts of recent dates 
for at least two years, if available; 

. Balance sheets as of the ending dates of the 
income and surplus accounts; 

. Balance sheet giving effect to recent financ- 
ing, if any; 

. Similar statements for predecessor, constitu- 
ent, subsidiary, owned or controlled com- 
panies; 

. For a corporation, consolidated within one 
year previous to date of application, income 
and surplus account and a balance sheet of 
all companies merged, and a balance sheet 
of applying corporation; 

. Fora corporation in hands of receiver within 
one year previous to date of application, 
(a) income account and balance sheet of re- 
ceiver at time of discharge, if available, (b) a 
balance sheet at close of receivership if 
available, and (c) a balance sheet at date of 
reorganization. 
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The income accounts, surplus accounts 
and balance sheets required in listing state- 
ments were to be certified. In this respect 
officials of the New York Stock Exchange 
had more success than in some of their other 
efforts to secure adequate reports. The Com- 
mittee on Stock List, since April, 1932, had 
asked each listing applicant to enter into 
an agreement providing for the independent 
auditing of future annual financial state- 
ments.’ The agreement also specified that 
the certificates of such auditors should be 
made part of the annual financial state- 
ments, and should indicate the scope of the 
audit and any qualifications. The Commit- 
tee on Stock List considered reasons why 
this ruling should not apply in particular 
cases, but the only exceptions made were in 
favor of certain railroad companies. During 
the period April, 1932-July 1, 1938, audited 
statements were not formally required as a 
part of the listing requirements. 

On January 6, 1933, it was announced 
that this procedure would be changed after 
July 1, 1933. After this date all listing state- 
ments were to contain audited statements, 
with certificates, including balance sheet, 
income statement and surplus statement for 
the most recent fiscal year.® 

A letter dated January 31, 1933, was sent 
from the President’s office to all listed com- 
panies employing independent auditors, ask- 
ing for information relative to the audits for 
1932 reports. The auditors were asked to sup- 
ply information (in the form of a letter and 
not for publication) on the following points: 


1. Whether the scope of the audit conducted by 
them is as extensive as that contemplated in 
the Federal Reserve Bulletin, “Verification 
of Financial Statements.” 

2. Whether all subsidiary companies controlled 
by your company have been audited by 


5 See announcement, dated January 6, 1933, of the 
New York Stock Exchange, included in the correspond- 
ence published by the American Institute of Account- 
ants, 1934, p. 19. 

6 Idem. 

7 The scope of audits as outlined in the pamphlet 
“Verification of Financial Statements” had been recog- 
nized by the Committee on Stock List as being more 
extensive than was required in the case of companies 
having adequate systems of internal checks. See the 
letter to the Governing Committee dated October 24, 
1933, signed by Mr. J. M. B. Hoxsey. 
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them. If not, it is desired that the letter 
should indicate the relative importance of 
subsidiaries not audited as measured by the 
amount of assets and earnings of such com- 
panies in comparison with the total con- 
solidated assets and earnings, and should 
also indicate clearly on what evidence the 
auditors have relied in respect of such sub- 
sidiaries. 

. Whether all the information essential to an 
efficient audit has been furnished to them. 

. Whether in their opinion the form of the 
balance sheet and of the income, or profit 
and loss, account is such as fairly to present 
the financial position and the results of op- 
erations. 

. Whether the accounts are in their opinion 
fairly determined on the basis of consistent 
application of the system of accounting 
regularly employed by the company. 

. Whether such system in their opinion con- 
forms to accepted accounting practices, and 
particularly whether it is in any respect in- 
consistent with any of the principles set 
forth in the statement attached hereto. 
(The statement mentioned here is a list of 
points on which the Committee of the 
American Institute of Accountants had 
agreed, and include statements regarding 
unrealized profit, capital surplus, earned 
surplus, treasury stock, and notes of corpo- 
rate officials.) 


Considering that the movement to secure 
audited statements was of relatively late 
development, a surprising number of com- 
panies listed on the New York Stock Ex- 
change employed independent auditors. A 
survey conducted by the New York State 
Society of Certified Public Accountants,® 
disclosed the fact that out of 781 annual 
reports of corporations studied, 651 reports 
carried certificates of independent auditors. 
Five hundred and seventy statements of 
those independently audited carried certifi- 
cates covering both balance sheets and in- 
come statements. In 69 cases the certificates 
referred only to the balance sheet. 


8 “Survey of Annual Reports,” Special Bulletin is- 
sued by the New York State Society of Certified Public 
Accountants, New York, 1932. The survey dealt with 
reports for the year 1931. See also the report of a survey 
conducted by Roger Barton of Daniel Starch and Staff, 
in 1938, and E. I. Fjeld, “Balance-Sheet Form and 
Classification in Corporate Reports,” The AccounTING 
Review, September, 1936, pp. 215-17. 


The agreements which the officials of 
every applicant company were to sign also 
contained a number of rulings regarding 
financial statements. Corporations were re. 
quired to publish at least once each year 
and submit to stockholders at least fifteen 
days in advance of the annual meeting of the 
corporation, (1) a balance sheet, and (2) an 
income statement for the preceding fiscal 
year, also a surplus statement of the appli- 
cant company as a separate corporate entity 
and of each subsidiary in which the applicant 
company held a majority of the equity stock. 
If the applicant company preferred, a similar 
set of consolidated financial statements, in 
which all inter-company transactions were 
eliminated, might be presented in lieu of 
those mentioned above.® The applicant com- 
pany should undertake to publish all future 
annual financial statements in forms similar 
to those given in the listing’ application. 
Where the applicant company published re- 
ports of earnings for periods of less than one 
year the agreement with the exchange re 
quired the publication of aggregate net 
profits with the same degree of consolidation 
as was contained in the annual reports. In 
such statements earnings were to be shown 


® Where consolidated statements were submitted to 
stockholders, specific requirements were to be observed 
by the applicant company under the terms of Agree- 
ment 4. Where the consolidated statements did not in- 
clude any companies, a majority of whose equity stock 
was owned, the caption should indicate the degree of 
consolidation, and the Income Account reflect in a foot- 
note or by other indication, the parent company’s 
“proportion of the sum of or difference between cur- 
rent earnings or losses and the dividends of such uncon- 
solidated subsidiaries for the period of report.” 

Under such circumstances the balance sheet should 
reflect, ‘“‘in a footnote or otherwise, the extent to which 
the equity of the parent company in such subsidiaries 
has been increased or diminished since the date of 
acquisition as a result of profits, losses, and distribu- 
tions. Appropriate reserves, in accordance with good 
accounting practice, will be made against profits arising 
out of all transactions with unconsolidated subsidiaries, 
in either parent company statements or consolida 
statements. 

“Such statements will reflect the existence of any 
default in interest, cumulative dividend requirements, 
sinking fund or redemption fund requirements of aly 
controlled corporation whether consolidated or uncol- 
solidated.” 

10 This practice might be objected to on the grounds 
that the corporation is not required to improve its te 
ports as accounting and reporting practices improve 
thus creating a static condition in the reporting 
of corporations. 
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per share after deducting depreciation, de- 
pletion, income taxes and interest, “estimat- 
ing the proportionate amount of these items 
as accurately as may be if not finally deter- 
mined at date of publication.” 

The efforts of the New York Stock Ex- 
change to secure publicity for corporate 
activities have been in the direction of se- 
curing adequate financial statements for 
stockholders and the public. The require- 
ment that financial statements be published 
in the future in the same form as the state- 
ments contained in the listing application 
completed the inter-relation of adequate 
statements and adequate listing require- 
ments. 


Ill. ACCOUNTING REQUIREMENTS OF 
THE NEW YORK CURB 
EXCHANGE 


The New York Curb Exchange was, in 
1938, the second largest securities exchange 
in the United States. The accounting and 
listing requirements of the Curb, however, 
were not particularly severe until the revi- 
sion in 1933 following the investigations of 
Attorney-General Bennett." Even after this 
revision the accounting and reporting re- 
quirements of this exchange were still far 
short of the standards set by the New York 
Stock Exchange. For an original listing of 
stock the Curb asked for only one balance 
sheet of recent date instead of at least two 


1 See Section 5 of the Agreements of the New York 
Stock Exchange, as of 1933. A letter sent from the 
President’s office, dated October 8, 1931, asked listed 
corporations to codperate in the attempt to secure 
quarterly statements. This letter stated that the most 
frequent objection to the publication of quarterly state- 
ments was based on the seasonal nature of business and 
suggested two methods of avoiding this difficulty. The 
suggestion favored by the Exchange was the publication 
by each corporation issuing quarterly reports of ex- 

tory matter sufficient to point out seasonal trends 
or conditions. Where this suggestion would not suffice 
the willingness was expressed of allowing the substitu- 
of reports for the twelve months ending each quar- 
_ Section No. 9 of the Questionnaire accompanying all 
listing statements as of 1933 included this question: 
Will you agree to publish quarterly statements of 
earnings based upon the same degree of consolidation 
as shown in annual reports and transmit copies of such 
statements to the Committee on Stock List?” 

"? 687 issues were dropped from the Curb as the re- 

sult of this investigation. 


required by the Exchange," and income 
statements for the three preceding fiscal 
years, if available. Much more information 
regarding subsidiaries, constituents, owned 
or controlled companies, was required in an 
application to the Exchange as compared 
with the Curb. The Curb asked nothing re- 
garding dividends paid by subsidiaries, al- 
though in the 1933 revision a statement was 
required of dividends in arrears on any class 
of stock of an applicant company. 

The applicant company was asked to send 
to stockholders income accounts and balance 
sheets covering previous fiscal years, also 
consolidated income accounts and balance 
sheets. In lieu of such consolidated state- 
ments, income accounts and balance sheets 
of the parent company and all subsidiary 
and constituent companies might be sent to 
the stockholders. Future financial state- 
ments were to be in form similar to those in 
the listing applications. Where profits were 
shown for periods of less than one year, 
the company was required to use the same 
degree of consolidation as was contained in 
the annual report, and estimates might be 
used for depreciation, depletion, income 
taxes and interest, where such expenses were 
not finally determined at date of publica- 
tion. 

The provisions mentioned providing for 
the publication of financial statements con- 
formed closely to the requirements of the 
New York Stock Exchange. The Curb like- 
wise required that the financial statements 
included in listing statements and published 
reports be certified by public accountants; 
that the accountants certifying should sub- 
mit a report covering qualifications, and a 
report setting forth the scope of examina- 
tions made. The rulings laid down by the 
Curb for the benefit of auditors and account- 
ants were not so comprehensive as compa- 
rable regulations of the Exchange. 


13 The Curb asked for information regarding recent 
or planned financing but this need not be in the form of 
a balance sheet. 

14 When this rule was adopted in 1933, 85% of the 
companies listed in the “‘listed’’ department were al- 
ready issuing audited statements to stockholders. ““Re- 
port of the President, New York Curb Exchange,” 
1933-1984, p. 16. 
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Some brief mention should be made of the 
requirements of the “‘unlisted’’ department 
of the New York Curb Exchange. This ex- 
change maintained in 1933, as today, the 
largest “unlisted” market in the United 
States. The requirements of this department 
were much different from the requirements 
of the “listed” department. “Unlisted” 
issues were admitted on application of a 
member of the Curb. Certain accounting 
requirements were imposed but since the 
Curb did not, necessarily, have any contact 
with the issuer of securities traded “un- 
listed” these requirements were inferior to 
those of the “listed” department. State- 
ments presented to stockholders were to be 
certified by independent accountants," and 
companies with issues in this department 
were to maintain the policy of furnishing 
periodic reports (at least annually) contain- 
ing balance sheets and profit and loss state- 
ments. 

Since securities listed in the “unlisted” 
department were admitted to trading on 
application of a member and not by applica- 
tion of the issuer there was obviously little 
possibility of securing information compa- 
rable to the usual listing statements. The 
information accepted for the admission of 
such issues could be taken from financial 
manuals or “authoritative sources” and in- 
cluded financial statements for two years 
and other financial, historical, legal and op- 
erating information, together with the 
sources of information. 


Iv. ACCOUNTING REQUIREMENTS OF 
SAN FRANCISCO, CHICAGO, 
PHILADELPHIA, BOSTON 
STOCK EXCHANGES 


The accounting requirements of the San 
Francisco, Chicago, Philadelphia and Boston 
Stock Exchanges follow much the same pat- 
tern as the requirements of the New York 


48 The “unlisted” rules were thoroughly revised in 
1933 following the Bennett investigation. As revised 
these requirements were much strengthened but were 
still far from severe. 

16 Seventy-five per cent of the companies with issues 
in the “unlisted’”’ department on March 1, 1934, pro- 
vided for periodic audits by independent accountants. 
See Grub, E. B., “Statement in respect to S. 2693,” 
published by the New York Curb Exchange, 1934. 
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Stock Exchange. The statements called for 
in the listing requirements for an original 
listing of stock were similar, including: 


1. Statement of earnings for five years, if 
available,!” 

2. Income account of recent date for at least 
one year, if available,!” 

3. Balance sheet as of the ending date of the 
income statement,!® 

4. Similar accounts for predecessor, constitu. 
ent, subsidiary, owned or controlled com. 
panies.!* 


The San Francisco Stock Exchange was the 
only one of this group requiring special 
statements of companies consolidated within 
one year previous to date of application. 
The Boston Stock Exchange was the only 
exchange in this group which did not require 
special accounting reports for applicants in 
the hands of receivers within one year pre- 
vious to date of application. 

The financial statements to be included 
in the listing statements to the exchanges 
named above follow the same line of ap- 
proach as that followed by the New York 
Stock Exchange. However, the requirements 
of these exchanges were by no means as com- 
plete as those of the New York Stock Ex- 
change. The requirement of a statement of 
earnings for five years as above does not call 
for information regarding interest charges, 
depreciation and Federal taxes. The require- 
ment of an income statement for at least one 
year may be compared with a similar ruling 
calling for statements for at least two years 
and the same is true in the case of balance 
sheets. 

The deficiencies in the accounting require- 
ments of the exchanges mentioned in this 
section is even more apparent when the 
agreements of each exchange are considered. 
The agreements required by the New York 
Stock Exchange, coupled with the pro 
nouncements of policy by this exchange, cov- 


17 Boston Stock Exchange required income accounts 
and statements of earnings and surplus for three year’, 
“or so many as are available.” 

18 Boston Stock Exchange also required balance 
sheets showing results of recent financing, if any. 

19 Philadelphia Stock Exchange required these state 
ments for rail and traction companies only. Boston 
Stock Exchange did not require balance sheets for such 
companies. 
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ered the general field of corporate reporting 
practice in a reasonably satisfactory manner 
and these agreements touched upon many 
points not covered by the requirements of 
the San Francisco, Chicago, Philadelphia 
and Boston Stock Exchanges. 

The requirements of the San Francisco 
Stock Exchange, while somewhat more com- 
plete than the requirements of the other ex- 
changes studied, may be taken as a basis of 
discussion and comparison with the New 
York Stock Exchange. The accounting pro- 
visions of the San Francisco Stock Exchange 
were weakened, at the outset, by the ab- 
sence of definite accounting principles laid 
down by this exchange. The New York Stock 
Exchange had adopted a number of rules and 
suggested others for the guidance of appli- 
cant corporations. 

The San Francisco Stock Exchange re- 
quired a listing corporation to agree to pub- 
lish once each year, and submit to stock- 
holders, a statement of financial condition, 
a consolidated income account covering the 
previous fiscal year, and a consolidated bal- 
ance sheet; or an income account and bal- 
ance sheet of the parent company and of all 
constituent, subsidiary, owned or controlled 
companies. Also, an item on the question- 
naire of this exchange read: ““The Committee 
desires publication of quarterly statements of 
earnings. Will you agree to do so? However, 
this was not a condition of listing. And 
finally, the annual statements which were to 
be sent to stockholders of listed corporations 
need not be audited. 

The accounting requirements of the Chi- 
cago Stock Exchange were more advanced 
than those of the San Francisco Stock Ex- 
change in the matter of audits. The San 
Francisco Stock Exchange did not require 
audited statements either in the listing state- 
ment or for presentation to stockholders. 
The Chicago Stock Exchange required that 
the balance sheet, income statement, and 
surplus account presented in the listing 
statement should be certified,?* and Agree- 


* This practice was adopted in March, 1983. The 
Boston Stock Exchange required that balance sheets 
contained in the listing statement be certified, but the 


Philadelphia Stock Exchange had no certification re- 
quirements. 


ment 4 relating to financial statements re- 
quired the annual statements be certified. 
These requirements were similar to those of 
the New York Stock Exchange but the 
Chicago Stock Exchange made little effort 
to secure the publication of quarterly re- 
ports by listed corporations. 

The requirements of the Chicago Stock 
Exchange were superior to those of all the 
exchanges studied, including the New York 
Stock Exchange, in the matter of stating 
the results of mark-ups of property. The 
Chicago Stock Exchange required a state- 
ment of the “amount of appreciation of prop- 
erties, date of appreciation, and how deter- 
mined.” This exchange did not require what 
might logically be expected—a statement 
showing the manner in which such apprecia- 
tion of assets had affected the income ac- 
counts of the corporation. 

The requirements of six of our leading ex- 
changes in the field of corporate accounting 
and reporting practices, while containing 
many variations, show some uniform tend- 
encies. All of these exchanges required 
definite accounting statements to be pre- 
sented in listing statements and there was 
evident an increasing tendency to have those 
statements audited. There was also in exist- 
ence an increasing movement to have annual 
reports sent to stockholders certified by pub- 
lie accountants. Some of the exchanges 
studied were working in the direction of 
securing the publication of quarterly reports. 
There were but few rules governing the con- 
tents of annual statements or methods of 
presentation, the main reliance being placed 
on the requirement that annual reports 
should be in a form similar to the reports 
contained in the original listing statements. 
Since the original reports were not very 
greatly circumscribed as to content or form, 
this requirement was not of great impor- 
tance. 


V. APPLICATIONS APPROVED BY THE 
NEW YORK STOCK 
EXCHANGE 


The requirements of the leading exchanges 
were set forth in considerable detail, and 
this was particularly true of the New York 
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Stock Exchange. This exchange has also 
made available copies of listing statements 
approved. In order to gain some insight 
into the type of reports presented under list- 
ing statements a study has been made of 
a number of the statements adopted by the 
New York Stock Exchange in the year 1933. 
Practically all of the financial facts contained 
in these listing statements were in the form 
of audited balance sheets, profit and loss 
statements and surplus statements of parent 
companies and subsidiaries. Consequently 
the type of information contained in the re- 
ports and the form of the reports depended 
on the accounting practices current in 1933. 
The New York Stock Exchange can perhaps 
take some credit for the fact that the reports 
contained in listing statements have shown 
improvements over the years. The fact re- 
mains, however, that the reports presented 
in 1983 reflected many of the short-comings 
so prevalent among American corporation 
reports of this time. The exchanges did 
specify, in many cases, how items should be 
handled and asked the coéperation of audi- 
tors and accountants, but the exchanges did 
not have entirely free hands in the matter. 

Many omissions were found in the profit 
and loss statements of information essential 
to an intelligent analysis of companies and 
securities. Figures for gross sales and earn- 
ings, for example, were missing in many of 
the reports; the same was true of figures rep- 
resenting gross profit from operations. Many 
of the reports contained in these listing state- 
ments began with the familiar heading “‘be- 
fore provision for depreciation,” others with 
“gross operating profit.” Expenses were de- 
ducted in lump sums, such as the grouping 
together of selling, administrative and gen- 
eral expenses. 

In the balance sheets, two particular omis- 
sions stood out—the failure to disclose valua- 
tion reserves and failure to state the bases of 
valuation for various assets, although depre- 
ciation policies were stated. Many other 
items might be mentioned to point out the 
weaknesses of the reports but these men- 
tioned should be sufficient to indicate that 
reports presented in a form and manner to 
satisfy the accounting requirements of the 
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most severe of our exchanges were not always 
wholly satisfactory. 


VI. ACCOUNTING REQUIREMENTS OF 
STATE CORPORATION ACTS 


The accounting and reporting require- 
ments of stock exchanges were not suff- 
ciently severe to assure investors of com- 
pletely adequate reports. Nevertheless, these 
requirements went much further in this 
direction than did the state legislation regu- 
lating corporations. The securities and ex- 
change legislation drafted since 1933 has 
effected many improvements in the account- 
ing and reporting provisions of the exchanges 
but there have been no substantial improve- 
ments in the majority of the state provisions 
regulating corporate reports and accounting 
policies. Even in 1935 the state legislation 
was still of little importance from the stand- 
point of securing statements of corporate 
policies and operations for stockholders. 

To illustrate the differences between the 
reporting provisions of the exchanges studied 
and comparable state legislation, the follow- 
ing provisions of some of our states, covering 
corporate reports, may be cited as of 1935. 

One group of states, including Montana, 
New York, South Carolina and Texas permit 
stockholders to make written requests for 
reports of corporations, providing they hold 
specified percentages of the total stock. The 
percentages required varies, New York, for 
example, requires that stockholders holding 
three per cent of the stock of a corporation 
may make written requests for reports; 
Texas requires thirty-three per cent. 

Another group of states including Con- 
necticut, Maryland, Ohio, South Dakota, 
West Virginia and Wisconsin require that 
statements shall be prepared by the officers, 
in some cases to be laid before the stock- 
holders, in other cases to be filed in the prin- 
cipal office. 

Pennsylvania and California provide that 
certain information including balance sheets 
and operating statements shall be sent to 
stockholders unless otherwise provided in 
the by-laws of the corporations. Massachu- 
setts provides that reports are to be verified 
by auditors selected by the stockholders. 
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North Carolina permits stockholders owning 
one-fourth of the total stock to request an 
audit and receive copies of the audit report. 
And Nebraska provides that “full, fair and 
detailed statement of the condition of the 
company” shall be published by each cor- 
poration in the county in which its principal 
office is located. 


VII. SUMMARY 


The reporting practices embodied in the 
listing requirements of the six exchanges 
studied, as of 1983, went much further in the 
direction of securing reports of corporate 
operations and policies for stockholders than 
did state corporation acts. The emphasis of 
exchanges on more complete reports and 
statements, on interim reports and on inde- 
pendent audits was designed to provide in- 
formation for interested persons. The Se- 
curities and Exchange Commission, in the 
administration of the Securities Exchange 
Act, is following much the same line of ap- 
proach. The requirements of the Commis- 
sion are, in many respects, more strict than 
were the requirements of our leading ex- 
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changes in 1933, and are much more strin- 
gent than the requirements of our smaller 
exchanges as of 1933. In view of the addi- 
tional regulations imposed on exchanges, 
and perhaps a more uniform enforcement of 
such regulations, we can expect that the 
safeguards offered to securities holders in 
1933 may be extended and given new im- 
portance. This is but following the line of 
development instituted by a few of our 
larger exchanges prior to 1934, although 
progress may be more rapid under our pres- 
ent legislation and Commission administra- 
tion than would have been true through the 
actions of individual exchanges. 

The requirements of the six large ex- 
changes studied indicate that by 1933 sub- 
stantial progress had been made in the direc- 
tion of securing improved statements of 
accounting policies, of operating results, and 
of financial conditions. It seems fair to as- 
sume that American accounting standards 
improved because of these requirements, 
and that securities holders benefited through 
the receipt of more readable, more uniform, 
and more consistent reports. 


UNIFORM SYSTEM OF ACCOUNTS OF THE 
FEDERAL POWER COMMISSION 


CHARLES W. SMITH 


successful and effective regulation of 

public utilities than the enforcement 
upon them of a good system of accounts and 
there is no principle of regulation more gen- 
erally recognized by regulatory agencies. 
The recognition of the importance of a prop- 
er accounting system may be gleaned from 
the following random illustrations: The Pub- 
lie Service Commission of New York was 
given jurisdiction over electric utilities in 
1907 and in 1908 prescribed a uniform sys- 
tem of accounts for them; the predecessor 
of the Public Service Commission of Wiscon- 
sin obtained jurisdiction over electric utili- 
ties also in 1907 and, likewise, in 1908 pre- 
scribed a system of accounts for them; the 


Tose Is nothing more essential to the 


Maryland Commission was created by an 
Act of 1910 and in 1911 issued its first 
system of accounts for public utilities under 
its jurisdiction; the Public Service Commis- 
sion of Kentucky was organized in 1934 
and issued a uniform system of accounts in 
1935; the Federal Power Commission was 
created in 1920! and issued its first system 
of accounts in 1922. 


1 The Federal Power Commission was created by the 
Federal Water Power Act of 1920, with primary powers 
to issue licenses to construct, operate and maintain 
power houses, etc., along, from or in streams or other 
bodies of water over which Congress has jurisdiction. 
By Title II of the Public Utility Act of 1935, approved 
August 26, 1935, the original Federal Water Power Act 
was made Part I of the “Federal Power Act” and Parts 
II and III added to that act. Part II vests in the Com- 
mission jurisdiction over the interstate transmission of 
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In 1920, the National Association of Rail- 
road and Utilities Commissioners? adopted 
a uniform system of accounts for electric 
utilities, which system, however, was super- 
seded by another in 1922, the latter achiev- 
ing widespread use throughout the United 
States. That system served its purpose well 
for many years but experience and changing 
times indicated clearly the need for certain 
reforms: so much so, that the National 
Association at its convention in 1934 adopted 
a resolution calling upon its Committee on 
Statistics and Accounts to prepare a revi- 
sion. In 1935, the Federal Power Act was 
passed giving the Federal Power Commis- 
sion, among other things, jurisdiction, 
broadly speaking, over electric utilities en- 
gaged in interstate commerce; and that 
Commission, realizing the importance of a 
sound and complete system of accounts and 
realizing too the advantages as well as the 
economy which would flow from a genuine 
uniform system, national in scope and opera- 
tion, immediately set about drafting a new 
system of accounts with the aid of the vari- 
ous State commissions, particularly the 
above-mentioned Committee on Statistics 
and accounts of the N. A. R. U. C. 

The Uniform System of Accounts of the 
Federal Power Commission, which was 
adopted on June 16, 1936, was, therefore, 
the result of the joint effort of the Federal 
Power Commission and representatives of 
several State commissions. At its Atlantic 
City convention in November, 1936, the 
N. A. R. U. C. adopted the system reported 
by its Committee on Statistics and Ac- 
counts, which system is about the same in 
form and substance as that previously 
adopted by the Federal Power Commission. 
The accounts with two exceptions, are the 
same; the texts throughout are about the 
same. The differences in the accounts are 


electric energy and public utility companies engaged 
therein. Part III relates to such companies and to 
licensees, and carries the administrative and procedural 
provisions of the Federal Power Act. 

2 The National Association of Railroad and Utilities 
Commissioners is an association of State and Federal 
regulatory agencies. Its first meeting was held in 1889, 
although a predecessor organization existed as early as 
1875 and adopted a system of accounts for railroads in 
1879. 
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the functionalization of depreciation in the 
F. P. C. system and the further requirement 
in the latter that all rents be distributed 
according to functions instead of permitting 
rents covering several functions to be charged 
to a general rent account. The Federal Power 
Commission system became effective on 
January 1, 1937, and is now in actual opera- 
tion on an extensive scale. 

Although there are several major depar- 
tures in the new system of accounts from 
the old N. A. R. U. C. and other systems, 
the one major change of requiring the record- 
ing of original cost or the so-called “‘aborigi- 
nal” cost, as the utility accountants like, 
facetiously, to put it, has so dwarfed the 
other changes that they are almost lost sight 
of. The principle of original cost constitutes 
an entirely new conception of plant account- 
ing for public utilities. It is so important to 
the needs of regulation and so misunderstood 
by those outside the pale of regulatory 
realms, and so little has been written to ex- 
plain its philosophy, that perhaps a rather 
full treatment of what it is and the reasons 
for its existence may not be altogether inap- 
propriate. 

The importance of plant accounting for 
public utilities can hardly be overempha- 
sized. Plant assets constitute about 86% of 
the total assets of all the electric utilities in 
the United States. Another factor, which 
goes a long way toward explaining many of 
the problems and economic consequences 
identified with public utilities, is that the 
annual gross revenues of electric utilities 
amount, on the average, to only about 18% 
of the total investment in plant, so that the 
plant investment turns over about once m 
five and one-half years.* The fact that rates 


2 It has been estimated that out of total assets of 
$16,000,000,000,for the entire electric industry in the 
United States, $8,750,000,000 represents investment 2 
plant. 

4 The relationship of annual revenues to plant invest- 
ment varies with the sources of energy supply. Co 
panies which obtain 75% or more of the energy requile 
ments from their own hydro plants have an average 
plant investment of about $8.00 for each dollar of 
annual revenues, companies which generate 75% 
more of the requirements by fuel-burning plants have 
a ratio of about $6.00 to $1.00, whereas, compailes 
which purchase 75% of more of their requirements have 
a ratio of about $3.75 to $1.00. 
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are usually fixed on the fair value of plant, 
plus allowances for working capital and 
sometimes for a vague and intangible thing 
called “going value,” adds further emphasis 
to the importance of plant accounting. 

For many years whenever public-service- 
commission accountants and commissioners 
got together, there was voiced a dissatisfac- 
tion with the provisions of plant accounting 
in the then existing systems of accounts. 
The fact that the original cost of construct- 
ing a large generating plant was not known 
because ownership had changed was always 
deplored and, in general, the conversations, 
insofar as they related to accounting, re- 
volved around ways and means of obtaining 
more information concerning the original 
cost of utility plant. It must be remembered 
that in the leading public-utility rate case 
of Smyth vs. Ames, 169 U.S. 466, the United 
States Supreme Court held that in fixing 
rates, a fair rate of return must be allowed 
on the fair value of the property used and 
useful in the public service and, further that 
indetermining fair value, consideration must 
be given inter alia to original cost and cost 
of reproduction.’ There was, therefore, a 
growing feeling on the part of public-utility 
commissioners that original cost, which, in 
many cases, could not be considered because 
not known, should be reflected in the books 
of account and this feeling culminated finally 
in the strong protest against the Uniform 
System of Accounts for Telephone Com- 
panies which was prescribed in 1932 by the 
Interstate Commerce Commission. The 
I.C. C., pursuant to authority conferred by 
Congress, prescribed in 1913 a system of 
accounts for telephone companies and in 
November, 1932, it issued a first revised 
edition thereof. The revised edition did not 
Prescribe original cost. Immediately there 


‘Other elements besides original cost and cost of 
reproduction were mentioned in Smyth vs. Ames but 
only those two, of the factors mentioned therein, have 
survived the test of time. 

* The accounting for telephone plant purchased was 
provided for in the following language: 

: Telephone plant purchased.—(A) When property 
in use in telephone service (note instruction 3-AA) is 
purchased, the accounting therefor shall be as follows: 
chan There shall be charged as of the date of pur- 
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was such a wave of protest from the State 
commissions that the I. C. C. set the ac- 
counting system down for hearing on 
April 13, 1933. Some twenty-two State com- 
missions at that hearing urged the inclusion 
in the accounting system of the doctrine of 
original cost, but the I. C. C. was not per- 
suaded and, on July 9, 1934, issued an opin- 
ion unfavorable to the cause advocated by 
the State commissions. In the meantime, the 
Federal Communications Commission was 
created and States again resumed their plea 
for recognition of the original cost doctrine, 
and the latter commission, being persuaded, 
issued in 1935 a system which duly provided 
for the recording of original cost of telephone 
property in the plant accounts. The system 
of accounts promulgated by the F. C. C. was 
taken to court, where the issue was almost 
solely original cost, but the Supreme Court 
of the United States upheld the system by a 

“(1) To account 211, ‘Land,’ the estimated current 
value of the land. 

(2) To the depreciable plant accounts, the current 
cost new (estimated if not known), of the property 
classable therein. 


(3) To account 202, ‘Franchises,’ the original cost 
of all governmental franchises and similar rights ac- 


quired. 

“(4) To accounts 232, ‘Station installations,’ and 
233, ‘Drop and block wires,’ such proportion of the 
estimated current cost new, of the plant includable in 
each of these accounts as the estimated remaining service 
life of the respective classes of plant includable therein 
bears to the average over-all service life of the same 
class of plant installed by the accounting company. 

“(5) To account 280, ‘Construction work in progress,’ 
the cost of any uncompleted projects acquired. 

“(C) The estimated amount of the reserve require- 
ments applicable to the plant shall be credited to ac- 
counts 171, ‘Depreciation reserve,’ and 172, ‘Amortiza- 
tion reserve.’ 

“(D) The difference between the net of the amounts 
includable in these accounts as provided in the fore- 
going paragraphs B and C and the cost to the account- 
ing company of the plant purchased shall be debited or 
credited as appropriate to account 278, ‘Undistributed 
cost of property,’ except that when any difference thus 
chargeable to account 278 applies to duplicate or other 
telephone plant which will be retired by the purchaser 
in the reconstruction of the purchased property and its 
consolidation with previously owned property, the 
accounting for the amount applicable to such plant shall 
be presented to this Commission for consideration and 
approval. 

“(E) Upon application by the company, in each in- 
stance, to this Commission and subject to its approval, 
the company may charge to its telephone plant ac- 
counts and may also credit to its depreciation and 
amortization reserve accounts the amounts carried in 
those accounts by the vendor company with respect to 
the property purchased.” 
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unanimous decision.’ Thus, the doctrine of 
original cost is firmly and finally established; 
the practice is now well on its way; the opin- 
ion is hazarded that it is an important and 
permanent part of our regulatory machinery. 
Original cost is defined in the Federal 
Power Commission system of accounts as 
“the cost of property to the person first 
devoting it to public service.”’ It contem- 
plates the cost to the person first devoting 
the property to public use in contradistinc- 
tion to the cost to a second, third, etc., 
owner. Probably the best approach to the 
application of the original-cost doctrine is 
through the actual plant accounts prescribed 
by the F. P. C. The controlling or what 
may be termed the general-ledger accounts 
for electric plant are as follows: 
100 Electric Plant (A balance-sheet account summa- 
rizing accounts 100.1 to 100.6, inclusive) 

100.1 Electric Plant in Service 

100.2 Electric Plant Leased to Others 

100.3 Construction Work in Progress 

100.4 Electric Plant Held for Future Use 

100.5 Electric Plant Acquisition Adjustments 

100.6 Electric Plant in Process of Reclassification 
100.7 Electric Plant Adjustments (A balance-sheet ac- 


count which is designed to show almost ex- 
clusively write-ups of electric plant) 


Accounts 100.1 to 100.4 are to be stated 
on the basis of original cost. Account 100.5 
is to contain the difference, whether debit 
or credit, between cost to the accounting 
utility of acquiring operating units and sys- 
tems and the original cost thereof. Account 
100.6 is a temporary account which is to 
hold the electric plant as recorded in the 
books as of January 1, 1937, the effective 
date of the system of accounts, until the 
original cost thereof has been determined 
and an acceptable plan for distributing the 
amount to other accounts has been devised. 

Two departures from the strict theory of 
original cost within the purview of Smyth 
vs. Ames have been indulged in as conces- 
sions to practicality and economy. These de- 
partures are, first, in the definition and, 
secondly, in confining the studies of the past 
and the adjustments to acquisitions of oper- 
ating units or systems. As to the definition, 
it will be noted that original cost is described 


7 American Telephone & Telegraph Company, et al. 
vs. U. S., decided December 7, 1936. 
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as the cost to the first person devoting the 
property to public service and not as the 
original cost of construction. This very prac- 
tical measure was adopted because only an 
infinitesimal amount of electric property in 
existence today was constructed for a pur- 
pose other than public-utility purposes and 
the expense which would be incurred in ob- 
taining the original cost of such property 
(not constructed under any regulation what- 
ever) would be out of all proportion to the 
value of the information. 

The second departure concerns the limit- 
ing of studies of the past and the computa- 
tion of the adjustment to acquisitions of 
operating units or systems. This provision 
was inserted in order to avoid what might 
otherwise be very expensive studies concern- 
ing the cost of poles and numerous small 
items purchased individually by one com- 
pany from another, when the total amount 
involved is wholly without perceptible influ- 
ence on the total electric plant accounts. 
Both the departures, therefore, are practical 
ones which involve inconsequential amounts 
—de minimis non curat lex. 

A few illustrations may serve to make the 
original-cost provisions of the accounting 
system clear. Suppose that a utility pur 
chases an electric system from another util- 
ity at the price of $125,000, the original cost 
of the property being $100,000. If the figures 
are to be recorded net, $100,000 would be 
charged to Account 100.1, Electric Plant in 
Service (assuming all the plant were in 
service), and $25,000 would be charged to 
Account 100.5, Electric Plant Acquisition 
Adjustments. If, however, the purchasing 
utility desired to enter the plant in its books 
on a gross basis, that is to say, by adding to 
the cost and setting up in the contra depre- 
ciation reserve account the amount of de- 
preciation in the property as of the date of 
acquisition, a different sum would be charged 
to Account 100.5. For purposes of illustra 
tion, let it be assumed that the above-mel- 
tioned property had depreciated $20,000, as 
of the date of acquisition, from original cost 
new. Many utilities employ the gross basi 
and the practice, before the days ori 
cost became standard, would have been t0 
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charge Electric Plant $145,000 credit De- 
preciation or Retirement Reserve $20,000, 
and credit Cash, Bonds, etc., for the amount 
of the purchase price, namely, $125,000. 
Under the provisions of the F. P. C. system, 
if the gross basis be used, Account 100.1, 
Plant in Service, would be charged with 
$100,000 (original cost), the reserve credited 
with $20,000, Account 100.5 charged with 
$45,000 ($125,000 minus $80,000) and Cash, 
ete., credited for the $125,000 purchase 
price. Suppose, on the other hand, that in- 
stead of paying $125,000 for the property, 
only $75,000 were paid. The entries on a net 
basis would appear as follows: 


100.1 Electric Plant in Service $100 ,000 
(Details in accounts 300 to 
390) 
100.5 Electric Plant Acquisi- 
tion Adjustments $25 ,000 
Cash, ete. $75,000 


In other words, Electric Plant in Service 
will always be charged with original cost. 
The latter account is a controlling account 
for the detail plant accounts. The detail 
plant accounts are designed to show the 
original cost of generators, reservoirs, poles, 
conductors, etc., and those detail accounts 
must always show such original cost. Ac- 
cordingly, once a plant is constructed for 
public utility purposes, the original cost of 
that plant, by detail plant accounts, will be 
preserved no matter where the incidence of 
ownership may rest. 

Depreciation is likewise to be computed 
on the basis of original cost. The amount in 
the adjustment account is to be disposed of 
as the Commission may approve or direct. 
It is too soon to predict Commission action 
as to the amount in the adjustment accounts 
because the nature (going value, water power 
value, structural value, etc.) of the amounts 
tobe recorded therein are not yet known, but 
ample accounts have been provided for 
amortizing the amounts to operations, to in- 
come, or to surplus.* The important thing, 


* Pursuant to the request of the Chief Justice, the 
Federal mmunications Commission filed the follow- 
ing interpretation of the provisions of its Account 100.4, 
Telephone Plant Acquisition Adjustment, in the U. S. 

reme Court, when its accounting system was under 
consideration : 

‘The Federal Communications Commission con- 
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however, is that original cost is to be depre- 
ciated; the amount in the acquisition ad- 
justment account is to be amortized so that 
the depreciation statistics will not be dis- 
torted—‘“‘pure depreciation” will, therefore, 
be measurable. 

Electric Plant Instruction 2 of the Uni- 
form System provides in part, as follows: 


A. Each utility shall classify its electric plant 
as of the effective date of this system of accounts 
in accordance with the electric plant accounts 
prescribed herein. The classification shall be so 
made as to show both the original cost and the 
cost to the utility of its electric plant. 

B. The cost to the utility of its electric plant 
shall be ascertained by analysis of the utility’s 
records. In ascertaining the cost it is not intended 
that any correction need be made for depreciation 
or amortization applicable to operating units or 
systems previously acquired, whether or not such 
depreciation or amortization was recorded in the 
books of the accounting utility. It is likewise not 
intended. that adjustments shall be made to 
record in electric plant accounts amounts pre- 
viously charged to operating expenses in accord- 
ance with the uniform system of accounts in 
effect at the time or in accordance with the 
discretion of management as exercised under such 
uniform system of accounts. 

C. The detailed electric plant accounts (301 to 
390, inclusive) shall be stated on the basis of cost 
to the utility of plant constructed by it and the 
original cost, estimated if not known, of plant 
acquired as an operating unit or system.... 
The original cost of electric plant may be deter- 
mined by analysis of the utility’s records or 
those of predecessor or vendor companies with 
respect to electric plant previously acquired as 


strues the provisions of Telephone Division Order No. 
7-C, issued June 19, 1935, pertaining to account 100.4, 
as follows: 

(1) That amounts included in account 100.4 that are 
deemed, after a fair consideration of all the circum- 
stances, to represent an investment which the account- 
ing company has e in assets of continuing value will 
be retained in that account until such assets cease to 
exist or are retired; and, in accordance with paragraph 
(C) of account 100.4, provision will be made for their 
amortization. 

(2) That when amounts included in account 100.4 
are deemed, after a fair consideration of all the circum- 
stances, to be definitely attributable to depreciable tele- 
phone plant, provision will be made for amortization of 
such amounts through operating expenses, through the 
medium of either account 613 (R. 186) or account 675 
(R. 205). 

“The Commission believes that the foregoing con- 
struction of its order is that which it presented to the 
District Court through the affidavits of its witnesses,” 
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operating units or systems and the difference be- 
tween the original cost so determined and the 
cost to the utility, with adjustments for retire- 
ments from date of acquisition to the effective 
date of this system of accounts, shall be entered 
in Account 100.5, Electric Plant Acquisition Ad- 
justments. When practicable, amounts recorded 
in account 100.5 shall be classified according to 
the nature of the item of which composed. 


The time allowed for completion of the 
original cost studies is two years. 

Two points should be noted from the 
above text: (1) In ascertaining original cost 
it is not intended that amounts (such as 
general administrative and other overheads) 
previously charged to operating expenses, 
in accordance with systems of accounts in 
effect at the time or in accordance with 
discretion of management, should be re- 
stated and included in plant. In connec- 
tion with these items, the management fre- 
quently had the choice of charging them to 
expense or to capital, but once having ex- 
ercised its judgment and the resulting figures 
having been used for rate and other pur- 
poses, it is considered inequitable to author- 
ize a restatement.® (2) The original cost of 
the plant acquired as operating units or 
systems may be determined by the account- 
ing method—analyses of records. Accord- 
ingly, the cost of a utility’s own construc- 
tion, plus the purchase price of minor items 
plus the original cost of operating units or 
systems acquired by purchase, merger, etc., 
constitutes the total original cost within the 
purview of the accounting regulations. 
Genuine accounting errors, such, for in- 
stance, as the failure to record retirements, 
should, of course, always be corrected. 

The reasons for the original-cost provi- 
sions are clear to those identified with 
utility regulation; but because there are 
many persons who are not familiar with 
them, the more important reasons will be 
cited. 

If the plant accounts are to be stated on 


® In the Commonwealth Edison rate case, decided by 
the Illinois Commerce Commission on October 2, 1936, 
it was claimed by the company that some $40,000,000 
should be added to the cost of plant by reason of failure 
in the past to capitalize proper overheads. The com- 
mission disallowed the claim. 
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a uniform basis, then a selection must be 
made of the basis to be employed. In the 
immediate past and at present, the plant 
accounts of electric utilities represent a con- 
glomeration of values or costs or bases; 
they are devoid of uniformity, and it is this 
condition of things, among others, which 
focused attention on the question of original 
cost. Many utilities have part of their plant 
stated on the basis of original cost, other 
parts stated on the basis of reproduction 
cost, other parts stated on the basis of pur. 
chase price (which may be neither reprodue- 
tion cost nor original cost), and perhaps 
other property, acquired by the issuance of 
stock, stated on the basis of par or other 
arbitrary value assigned to the stock itself. 
In some instances, property is stated on a 
“gross” basis, that is, with a concomitant 
credit to the depreciation or retirement re- 
serve at the time of acquisition, whereas, in 
other instances, the “‘net”’ basis is employed. 
In addition to the above practices, it is quite 
common for utilities to have in their books 
very large amounts representing “‘unclassi- 
fied’ or “‘undistributed” plant. It is quite 
impossible, therefore, in a surprising num- 
ber of instances, to find from the books of 
account either the original cost, the repro- 
duction cost, or the cost to the utility of the 
electric plant as a whole or of any complete 
functional part thereof. 

In order for regulatory commissions and 
other interested parties, including the utility 
managers themselves, to obtain informa- 
tion they ought to have concerning the prop- 
erties which are owned by utilities, two 
things are necessary: (1) that all property 
be classified into accounts properly labeled 
as to the kind of property included therein, 
and (2) that some uniform basis be provided 
for determining the amounts to be recorded. 
The only uniform basis available, it is sub- 
mitted, is original cost. 

The book figures for plant always tend 
toward original cost. This is true because, 
if the property is constructed by the utility, 
it goes into plant accounts automatically at 
original cost, and as old property is retired 
and new property takes its place, the old 
values are removed from the accounts and 
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the new values, original cost, are substituted. 
There is, therefore, an inevitable and natural 
trend toward original cost. Regardless of 
what basis may be adopted at a particular 
time, if that basis be other than original 
cost, a hybrid condition soon results because 
additions and replacements of a substantial 
nature are practically always being entered 
on an original-cost basis. Accordingly, to 
reiterate, if a uniform basis is to be em- 
ployed in stating plant accounts in the 
books, that basis must be original cost. 
There are undoubtedly some persons who 
advocate the showing of reproduction cost 
as the uniform method, but reproduction 
cost as practiced is such a bad guess as to 
be the worst kind of a substitute for original 
cost.'° 

When one utility buys large operating 
units or systems from another, the purchase 
price is usually arrived at by consideration of 
many factors and the resultant price is not 


10 The following is taken from a footnote to Mr. Jus- 
tice Stone’s dissenting opinion in West vs. C. & P. 
Telephone Company, 295 U.S. 662: 

“An example of the variation in results obtained by 
an engineering appraisal of telephone property is found 
in the record in New York Telephone Co. v. Prendergast, 
36 F. (@d) 54. The minority report of the Commission 
on Revision of the New York State Public Service Com- 
mission Law (1930) at page 266, summarizes the differ- 
ent estimates of fair value as of July 1, 1926, as follows: 


Increase 
over the 
Commission 
Valuation Valuation 
Majority of Commission. $366,915, 493 
Statutory Court........ 397,207,925 8.2% 
Minority of Commission. 405,502,993 10.5% 
Master’sreport......... 518,109,584 41.2% 
Company claim based on 
Whittemore appraisal. 528,753,738 44.1% 
Company claim based on 
Stone & Webster ap- 


“The comment of the report, page 265, is that ‘the 
variety of conclusions reached in the course of this 
case is dramatic evidence that the concept of “fair 
— an objective, provable fact is a judicial 
myth.’ ” 


A study made by the writer of comparable valuations 
reported in Public Utility Reports for 1932 indicated a 
difference of 47% between company valuations and 
Commission valuations. The differences between valua- 
tions are, therefore, major and consequential so that 
book figures, which reflect ex parte valuations, are not 
likely to be trustworthy. It makes a tremendous differ- 
ence whether a balance sheet shows $366,915,493 or 
$615,000,000 as plant. 
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usually identifiable with the exact units pur- 
chased. In other words, operating units are 
usually bought as going concerns for a lump- 
sum price. The amount paid is sometimes 
apportioned or distributed in some more or 
less arbitrary manner to the various items 
or units of property acquired, although in a 
great many cases no apportionment or 
breakdown is attempted. It is quite im- 
possible under such circumstances to say 
just how much is paid for certain poles or 
even all the poles; how much for certain 
transformers or all the transformers; how 
much for meters, for generating plants, etc. 
The exact cost to the purchasing utility of 
the property items or units is not capable of 
ascertainment. The practice in such cases, 
where an allocation is made, is merely to 
allocate the purchase price on a basis which 
must of necessity be arbitrary. Sometimes, 
intangible values inherent in the purchase 
price are ignored and the cost of such in- 
tangible items distributed to the plant ac- 
counts for physical property. 

The practices are, therefore, heterogene- 
ous and need remedying. The original-cost 
method is the only remedy for it keeps the 
physical property accounts intact, localizes 
the differences between the original cost 
and the price paid in one account (the Ac- 
quisition Adjustment Account) so that this 
one account only need be analyzed to de- 
termine the amount of intangibles, such as 
going value, goodwill, contracts, etc., pur- 
chased and recorded by the vendee utility. 
In other words, the amounts paid for in- 
tangibles, which sometimes represent a large 
proportion of purchase price, are not lost 
sight of by being distributed arbitrarily to 
accounts for physical properties and, at the 
same time, the original cost of generating 
plants, etc., is preserved for the life of the 
property. 

Public-service-commission accountants be- 
lieve that the property records and statistics 
should not change whenever the incidence 
of ownership changes. To illustrate this 
point, the Public Utilities Commission of 
the District of Columbia has been regulat- 
ing, supervising, and dealing, in a sense, 
with the property of the Potomac Electric 
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Power Company for a great many years. 
The company itself, in all probability, has 
cost records, particularly for the property 
which it constructed itself, showing, in de- 
tail, the original cost of its plants, lines, etc. 
Much valuable statistical data relative to 
the property, and other items usually related 
thereto, have undoubtedly been complied 
and are used by the commission. If the orig- 
inal-cost doctrine is not to be adhered to, 
then, if another company were to purchase 
the properties of the Potomac Electric Power 
Company at, say, a substantially higher 
price, all of the property records, all of the 
figures which the commission has been deal- 
ing with for years, all the statistics which the 
commission has been preparing and using, 
would be of little or no further value, be- 
cause, by the mere change in ownership 
alone, all of the old records become null and 
void and of no use, and a new start on a 
new and different basis would be inaugu- 
rated, although, because of additions of 
property on an original-cost basis, the new 
basis would be short-lived and a combina- 
tion or hybrid basis soon result. If con- 
tinuity in dealing with and interpreting 
plant statistics is to be practiced, the theory 
of accounting on an original-cost basis must 
be effected. 

It is,an elementary principle of statistics 
that statistics to be comparable must relate 
to a comparable base. Property statistics, 
such as the cost per kilowatt of installed 
capacity, the cost of generation per kilowatt 
hour, the relation of revenues and income 
to plant, and other relationships too numer- 
ous to mention, would be destroyed beyond 
comparison if they were based upon hybrid 
plant accounts. The continuity of statistical 
data relative to a particular utility may 
wholly lost if a purchaser is permitted to 
state in his detail plant accounts the cost to 
him rather than the original cost of the prop- 
erty. To illustrate, again, suppose that com- 
pany “A” has plant which cost it $1,000,000 
to construct. Under the current depreciation 
theories, company “A” would be permitted 
to take depreciation on the $1,000,000 until 
the service value thereof shall have been 
recovered. Let it be assumed that after 
company “A” has set up a reserve of 30% 
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the properties are sold to company “B,” for 
$1,500,000. Then, immediately, unless the 
original-cost doctrine be applied, all of the 
statistics as to depreciation expense in the 
past would likely become worthless because, 
in the hands of “B,” the $1,500,000 would 
be subject to recovery as depreciation and 
not the $700,000 which was the remaining 
recoverable value in the hands of “A,” 
This is not to say that company “B” should 
not be permitted to recoup, by charges to 
operating expenses, the amount of its invest- 
ment, namely, $1,500,000 but it is to say 
that only the amount of depreciation on 
the original-cost basis should be recorded as 
depreciation in order that much vital in- 
formation as to depreciation expense might 
be obtained, preserved and used. It is true 
that some authorities hold that if consumers 
have paid rates which have returned to the 
company 30%, say, of the cost of its prop- 
erty, it would be unfair to permit another 
company to buy that property and compel 
the consumers to pay rates sufficient to yield 
a fair return and also full depreciation on the 
purchase price, without any credit at all for 
the amount which the consumers had al- 
ready contributed. Expressed another way, 
some authorities ask this question: Should 
consumers be obliged to pay twice for the 
same property?" 

A knowledge of original cost in security 
cases is of great value. It is true that original 
cost is not the base, in many jurisdictions, 
upon which securities may be issued, but the 
difference between cost to the company and 
the original cost is of inestimable value in 
determining the feasibility and propriety of 
certain proposed security transactions. An- 
other concrete example may not be out of 
place. A certain company acquired the 
securities of several operating utilities at a 
cost, partly in cash and partly in stock, 
greatly in excess of the book value of the 
securities purchased. The operating com- 
panies for years had had their securities 
approved without difficulty because the 


11 [t should not be lost sight of that we are discussing 
public utilities—businesses “affected with a public 
interest” —legal monopolies in many instances; hence 
we must expect unusual rules as compared with 
private businesses. 
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plant accounts reflected, in a substantial 
measure, original cost. Let it be assumed, 
however, that the operating companies 
merged with the parent company and, as is 
usually the case, the parent company 
charged to its plant accounts the cost to it 
of the securities acquired and obligations 
assumed rather than the amounts appearing 
in the plant accounts of the subsidiary 
operating companies. Before the merger, a 
certain amount of securities could have been 
issued by the operating companies against 
their properties, but after the merger, what 
would be the situation? It is not here ad- 
vocated that after the merger the parent 
company should not be permitted to issue 
securities in excess of those which could have 
been issued by the operating companies 
against the same properties, but it is sub- 
mitted that a knowledge of the original cost 
and a knowledge of the difference between 
the cost to the purchaser and such original 
cost, classified as to going value and other 
intangibles, structural value, etc., would 
enable any commission to act more intelli- 
gently in the matter. 

Original cost is an element, but only an 
element, of course, in the ascertainment of 
fair value. It is important not only as evi- 
dence of value per se but also because it is 
an aid in testing other elements of fair value, 
such as estimates of reproduction cost. A 
commissioner, or other interested party, may 
not have the slightest knowledge of the 
value of a large structure, but if told that 
the original cost in 1926 was $3,276,000, 
such a commissioner, or other interested 
party, would then have sufficient informa- 
tion to compare, analyze, and explore in an 
intelligent manner the other evidences of 
value and to test witnesses as to their esti- 
mates. Original cost, even though a minor 
element at times in the determination of fair 
value, is an excellent starting-point, particu- 
larly for those who have to weigh conflicting 
testimony, and fair value testimony is al- 
ways conflicting. 

_ The method of plant accounting outlined 
in the Uniform System of Accounts of the 
Federal Power Commission is the only prac- 
tical method of giving vital information to 
tegulatory bodies and other interested 
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parties and, at the same time, preserving to 
the companies their conception of cost to 
themselves. Original cost does not appear in 
the balance sheet but rather it is a subdivi- 
sion or detail forming one part of the balance 
sheet account. The views of commissions 
and utilities as to the total plant are, there- 
fore, harmonized. The disagreement, if any, 
concerns not the total plant account which 
appears in the balance sheet, but a detail 
thereof. 

Provisions of the Commission’s classifica- 
tion of accounts other than those relating 
to original cost have attracted attention. 
Retirement expenses and retirement reserves 
no longer find a place in the accounting sys- 
tem; depreciation accounting is specified. 
Depreciation is defined as “the loss in 
service value not restored by current main- 
tenance, incurred in connection with the 
consumption or prospective retirement of 
electric plant in the course of service from 
causes which are known to be in current 
operation and against which the utility is not 
protected by insurance. Among the causes to 
be given consideration are wear and tear, 
decay, action of the elements, inadequacy, 
obsolescence, changes in the art, changes in 
demand and requirements of public authori- 
ties.” The definition conforms very closely to 
that of the Interstate Commerce Commis- 
sion” and also to that of the U. S. Supreme 
Court as stated in the Lindheimer Case.“ 
The Federal Power Commission system re- 
quires that depreciation expenses and depre- 
ciation reserves be broken down according to 
functions—steam-production plant, hydrau- 
lic-production plant, internal-combustion- 
engine plant, transmission plant, distribution 
plant and general plant. The method of com- 
puting depreciation expense is left com- 
pletely open but it is hoped that the scheme 
of accounting, if nothing else, by requiring 
functionalization of depreciation expenses 
and the resulting reserves, will strongly 
persuade those who are still unconvinced 
that depreciation is directly related to 
plant rather than to revenues or similar 
extraneous items. It is not too much to hope 


12177 L.C.C. 31. 
18 Lindheimer v. Illinois Bell Telephone Co., 292 U.S. 
161. 
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that within the span of the next decade, 
depreciation accounting on the part of elec- 
tric utilities will be the standard practice, 
for certainly the studies of service lives, 
which are now under way on a rather large 
front, show a consciousness of the deprecia- 
tion problem and a willingness to solve it. 
The new accounting system, by failing or 
refusing to recognize retirement or retire- 
ment reserve accounting, adds a definite 
impetus and momentum to the good work 
which has just gotten under way. 

Closely associated with the depreciation 
question is the problem of maintenance. 
Maintenance practices of the past have been 
identified with the retirement theory of ac- 
counting. These practices are defective in 
two major particulars: (1) So many items 
of property were replaced and the cost of 
replacements charged to maintenance, that 
the book dollars did not represent the cost 
the actual property in existence, thus caus- 
ing the greatest confusion in rate cases be- 
cause reproduction costs concerned the 
actual property, hence a reconciliation be- 
tween book figures and reproduction figures 
was impossible; and (2) the inconsistency in 
defining retirement units not only between 
companies but especially by the same com- 
pany at different periods. In many instances, 
no rules as to accounting for replacements 
were in effect, and in other instances, the 
rules were so indefinite as to lead to varied 
practices. 

In order to cure the main deficiencies in 
the maintenance policies, or lack thereof, a 
list of “units of property” was worked out 
by the Federal Power Commission in col- 
laboration with the Committee on Statistics 
and Accounts of the National Association of 
Railroad and Utilities Commissioners and 
the accounting committees of the Edison 
Electric Institute and the American Gas 
Association. That list indicates what items 
of property must go through the plant ac- 
counts when replacements or retirements 
occur. It prescribes the minimum require- 
ments by listing units of maximum size. 
Any company may subdivide the units listed 
(thus a pole, which is a listed unit, may be 
subdivided and cross-arms, etc., also made 
units), but items cannot be combined to 
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form larger units. For the first time in the 
history of regulation, there is prescribed a 
comprehensive and practical plan for main- 
tenance accounting of electric utilities. [t 
may be objected that such requirements 
make accounting too precise, but the answer 
is clearly that precision is necessary in this 
instance so bring order out of chaos for cer- 
tainly the accounting for maintenance gen- 
erally has been in a bad, if not a distressed, 
condition for a great many years. 

The new system has been organized very 
largely on a functional basis so as to permit 
the determination of certain departmental 
costs and to facilitate the compilation of 
comparable statistics which are almost 
wholly unobtainable at the present time. 
Functionalization has not been carried to 
the extreme and there are a few items, such 
as taxes and general administrative expenses, 
which are not required to be accounted for 
on that basis, but great strides have been 
made in the functional direction. 

The old economic term of “‘fixed capital” 
has been retired and “electric plant” takes 
its place; the profit-and-loss account which 
formerly stood for surplus has likewise been 
discarded for the more favorable term of 
“surplus.” Many changes in terminology 
have been made with the view of conforming 
more closely to generally accepted account- 
ing words and phrases. The field of procedure 
is invaded slightly, primarily by the re- 
quirement that additions and retirements of 
electric plant be reflected in job orders. 
Considerable attention was given to capital- 
ized overheads to the end that the nature and 
amount of such overheads, which are always 
a source of annoyance in rate proceedings, 
may be determined without a great deal of 
analysis. 

The Uniform System of Accounts of the 
Federal Power Commission was designed 
specifically to give valuable information to 
regulatory agencies, investors and the publie 
generally. It is fully recognized that account- 
ing is a means and not an end. The system 
bids fair, it is suggested, to make available 
considerable financial and statistical 
formation which, although badly needed, has 
heretofore not been obtainable, certainly on 
a national scale. 
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CLASSIFICATION OF MUNICIPAL INCOME 
AND EXPENDITURES 


ARTHUR N. LoriG 


major classes of problems—classifica- 

tion and valuation—are not of the same 
relative importance as they are in the ac- 
counting for private industry. Emphasis 
swings heavily toward the former group. 

The reasons are readily perceived. In as- 
certaining the financial condition of a gov- 
ernment, little significance is attributed to 
the value of its fixed assets, for rarely are 
they used to secure debt. Future taxing pos- 
sibilities take their place as security. Further- 
more, the operating statements are not con- 
cerned with reductions in value of the fixed 
assets, through depreciation or otherwise, 
except for costing purposes. On the other 
hand, the many restrictions placed on ex- 
penditures cause their classification to be- 
come more difficult. Hence, while valuation 
recedes into a minor role, classification 
moves forward into a peculiarly dominating 
position. 

This importance attached to classification 
is reflected upon the chart of income and 
expense accounts, the accounting framework 
used as a guide in classifying. The chart 
(commonly called a classification) presents a 
set of accounts for recording and summariz- 
ing items of income and expenditures in 
such a manner as to produce necessary or 
desired financial information. The accounts 
are so arranged or classified that closely 
related accounts may be readily compared 
or added together to give further informa- 
tion. 

Several methods of classifying both in- 
come and expenditures are necessary in 
order that all the important financial in- 
formation may be provided. Each method 
contributes certain kinds of data;they cannot 
serve as substitutes for one another. Hence, 
all of the methods should find place in a 
complete classification of income and ex- 
penditures, related to one another (i.e., 
some made subsidiary to others) in a manner 
best suited to furnish the desired informa- 
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tion without duplication of effort. 

Expenditures are classifiable by fund, by 
character, by organization unit, by function 
and activity, and by object of expenditure.' 
Each method finds use in a classification of 
municipal expenditures, and each will be 
described as its application to a municipal 
classification is considered. There are other 
possible methods of classifying, but so little 
can be stated in their favor that they need 
no consideration here. Classifying chrono- 
logically or by name of vendor are examples. 

Income is customarily classified by funds, 
character, sources and organization units? 
and each method will be discussed in its rela- 
tion to a classification. A functional classifi- 
cation of one major source of income, de- 
partmental revenue, is feasible and will also 
be considered. Again there are other possible 
methods—e.g., chronological and by name 
of payor—which have few merits and need 
no comment. 

Classification by Funds: The income of 
municipalities consists principally of the 
periodic contributions of taxpayers, and 
much of it is specific in character—to be 
used only for designated purposes. There- 
fore, a very important requirement of munic- 
ipal accounting (as distinct from accounting 
for private industry) is to show whether the 
income has been properly applied. 

This accounting necessity has resulted in 
the general practice of creating funds— 
setting apart the resources designated for 
particular purposes. Each of the funds then 
requires separate accounting to show that 
all expenditures conform to the restrictions. 


1 This list appears to be commonly accepted. See 
National Municipal League, Model Municipal Budget 
Law (New York, 1928), p. 441; A. E. Buck, Public 
Budgeting (New York: * ae and Brothers, 1929), 
p. 181; Francis Oakey, Principles of Government Ac- 
counting and Reporting (New York: D. Appleton and 
Company, 1921), p. 11. = 

2 Buck, (op. cit., p. 217) and the Model Municipal 
— Law (p. 441) do not include the character classi- 

cation. 
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The funds in actual use by municipalities 
vary considerably in title and in the details 
of their operation, but they are classifiable 
into the following eight groups—general 
fund, special revenue funds, working capital 
funds, bond funds, utility funds, special 
assessment funds, trust funds and sinking 
funds.® 

This classification of funds recognizes, in 
general, the distinctions necessary to be 
made between types of funds to reflect dif- 
fering restrictions or responsibilities in con- 
nection with the use of the resources and 
income. Oakey records the distinctions as 
four in number, viz. (1) ownership, (2) avail- 
ability for expenditure, (3) authority under 
which a fund is established and may be 
abolished, and (4) sources of increment.‘ 
All four of the distinctions are made in the 
classification of funds, as will be shown. 

The first requisite distinction, that of 
“ownership,” is met in part by grouping all 
funds not owned by the municipality—i.e., 
all those held in trust or custody for others— 
as trust funds. The other seven classes, there- 
fore, represent government-owned funds. 
But not all trust funds are privately-owned, 
for government-owned endowment funds are 
also regarded as trust funds in this classifi- 
cation. Both endowment funds and funds 
held in trust for others are similar in the 
respect that the fund resources are not ex- 
pendable by the government but must be re- 
tained as permanent resources, or, in the 
case of privately-owned funds, possibly sub- 
ject to withdrawal by outside parties. They 
might be classified separately, as Oakey 
treats them, but the benefit to be derived 
from such separation is not clear (no sum- 
mary of government-owned funds as such 


’Some municipalities regard their capital assets as 
constituting a “Capital Fund,” sometimes showing the 
bonded debt as a liability of the fund and representing 
the balance as a capital surplus or deficit. Gordon and 
Lockwood, Modern Accounting Systems (New York: 
John Wiley and Sons, 1924), p. 429, advocates such a 
fund. If a fund is interpreted in the usual way as re- 
sources set aside or designated to meet expenditures 
for a certain purpose, the capital assets cannot consti- 
tute a fund. They are not to be used to pay anything, 
nor do the bonded liabilities have any definite relation 
to them. 

4 Op. cit., pp. 19-33. 
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being ordinarily of practical use) and it 
causes added difficulty in classification, 
However, if the distinction is found desirable 
in any particular municipality, the separa- 
tion can readily be made. 

The distinction of “availability for ex- 
penditure”’ requires that funds not expend- 
able be separated from those which are. 
Trust funds, including government-owned 
endowment funds,’ are not expendable and 
constitute a separate class. Working capital 
and utility funds, while expendable in a 
sense, are nevertheless replenished in the 
regular course of the operations financed by 
the funds, and the fund balances are ex- 
pected to be kept intact. Consequently such 
funds, too, are placed in separate groups. 
Sinking funds may not be expendable until 
the maturity of a debt or until bonds are 
called, and are set up separately. And 
suspense items, representing collections the 
proper disposition of which is not known, 
are not temporarily expendable and are kept 
separate, preferably among the trust funds! 
All of the other classes of funds—the general 
fund, special revenue funds, bond funds, 
special assessment funds, and sinking funds 
—are expendable. Thus the distinction is 
maintained. 

The third distinction between funds, that 
of “authority for establishment and dis- 
posal,” requires that separate funds be 
established when resources are set apart by 
a law-making body, an executive, or a con- 
tractual agreement for certain purposes. The 
classification meets this requirement in 80 
far as it prescribes special funds (as distinct 
from the general fund) for such resources 
restricted in use. Thus, special revenue 
funds, bond funds, special assessment funds, 
and, in fact, all but the general fund are 
restricted in use. But the classification does 


5 The income of endowment funds is usually 
able. It may be transferred to other designated funds 
or it may be spent out of the trust fund for the purposes 
prescribed. The principal is not expended. 

* Morey includes them with the trust funds; Lloyd 
Morey, Introduction to Governmental Accounting 
York: John Wiley and Sons, 1927), p. 145. Oakey ree 
ommends setting them up separately (op. cit., P- 35). 
If the amounts in suspense are small, they might be 
placed in the general fund with an offsetting credit tos 
suspense account. 
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not attempt to group the funds according 
to the specific authority establishing them, 
as Oakey does.” To do this, a reclassifica- 
tion is necessary or a classification made sub- 
sidiary to the special classes already-estab- 
lished. When such information is desired 
(apparently not often the case) the reclassi- 
fying or subclassifying can be readily done. 

The distinction as to “source of incre- 
ment” refers to requirements, usually made 
by law or contracted agreement (including 
donors’ stipulations), that the income from 
certain sources be used for specific purposes. 
This distinction has been properly complied 
with in the classification, for all income re- 
stricted in use is required to be placed in 
appropriate special funds. The seven classes 
of special funds (i.e., the classes other than 
the general fund) appear sufficient to include 
all necessary variations arising out of the 
sources of increment. 

Classification Within the Funds: Within 
the funds themselves, there must, of course, 
be further classification, varying with the 
type of fund. The classification within the 
special funds is usually relatively simple, for 
the limitations often govern the classifica- 
tion. Special revenue funds, special assess- 
ment funds, trust funds, sinking funds and 
bond funds all have a very limited variety 
of income, usually from a single source, and 
their expenditures are likewise exceedingly 
restricted in scope. When the limitations 
do not dictate the classification within such 
funds, portions of the general fund classifi- 
cation will often be found suitable. In cases 
where special classifications need to be pre- 
pared, the principles governing classifica- 
tion in the general fund apply. Hence, no 
special analysis of the classifications for 
these funds is made here. 

The accounting for the funds of the two 
other special groups, utility funds and work- 
ing capital funds, is not as simple, for both 
income and expenditures may be quite 
varied. However, the enterprises or ac- 
tivities financed by such funds are so numer- 
ous and may be so large that to discuss the 

ification of accounts for all of them 


" Ibid., pp. 34-35. 
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would be a task of tremendous magnitude, 
quite beyond the possibilities of the present 
paper. Fortunately, it appears that all 
public utilities and all of the activities 
fostered by working capital funds are dupli- 
cated in private industry, and commendable 
systems of accounting have been worked out 
for many, if not most of them.*® 

The general fund is of an altogether dif- 
ferent nature. In it are placed all varieties 
of income unrestricted as to use, and they 
are many. From it are financed all municipal 
activities not otherwise provided for, and 
they also are numerous. The classification of 
income and expenditures within this fund 
is a complicated problem, one which now 
will be dealt with in detail. 

The Influence of the Budget Upon the 
Classification: Expenditures from the gen- 
eral fund are not wholly without restriction. 
As a means of controlling them and of pro- 
viding sufficient funds to meet them, a 
budget should be, and usually is, provided. 
The budget isa financial plan for the munic- 
ipality covering a certain period of time, 
giving heed to fund restrictions but other- 
wise dictating the expenditure of money and 
planning the raising of money. It estimates 
the expenditures, including the repayment 
of debt, for the period covered and estimates 
the income and borrowings to be provided 
to meet them. It should compare the esti- 
mates for the fiscal period with which it 
deals with the actual figures of one or more 
previous fiscal periods, and should present 
all the information in a way to locate the 
official responsibility for both the collection 
and the expenditure of funds. 

A comparison of these characteristics of 
the budget with the nature of the informa- 
tion required regarding income and ex- 
penditures shows that much of the informa- 
tion desired from the accounts is related to 
the use of the budget. That is not surprising, 


8 The National Association of Railway and Utilities 
Commissioners has prepared uniform classifications of 
accounts for electric, gas, and water utilities. The Na- 
tional Committee on Standard Reports for Institutions 

of Higher Learning offers a uniform classification for 
colleges, universities, etc. The American Hospital Asso- 
ciation recommends a certain classification for hospitals. 
These are examples of good classifications available to 
government-owned utilities and institutions. 
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of course, inasmuch as the budget was de- 
vised mainly as an instrument of control over 
present and future income, expenditures, 
and debt and the transactions with reference 
to these are recorded in the accounts. Pres- 
ent operations are limited by appropriations 
made through the budget or the appropria- 
tion act, and a comparison of performance 
with the appropriations gives some of the 
most valuable information sought for control 
purposes. It indicates whether the execu- 
tives are heeding the restrictions and gives 
some clue to their efficiency in office by dis- 
closing their ability to keep expenditures 
within the appropriation limits. The actual 
income and receipts compared with esti- 
mated income tends to disclose any need for 
additional borrowing or reductions in appro- 
priations. Future expenditures are planned 
through the budget, requiring estimates 
based to a great extent upon past and 
present expenditures. Plans for future taxes 
and borrowings are based upon the budget- 
ary estimates of other income and the 
expenditures, and the comparison of these 
estimates with the current and past experi- 
ence disclosed by the accounts helps in judg- 
ing whether they are equitable. 

Under the circumstances it is evident that 
many, if not most, of the reports to the 
executives, the legislators, and the citizens 
should disclose the relation of performance 
to budgetary figures. It is also evident that 
the arrangement of the accounts in the 
budget would be virtually the same as that 
in the books and in the reports. With the 
budget as the chief instrument of control, it 
seems clear that it is a center about which 
the accounting should build, dictating the 
form that the classification should take. It is 
probably that relationship which prompted 
Buck to label accounting the “handmaid of 
budgeting.’’® 

In considering the other common classes 
of necessary information regarding income 
and expenditures, it will be shown that they 
not only can be readily obtained from the 
same form of classification which best suits 
the budget, but are apparently most easily 
obtained when transactions are thus classi- 


* Op. cit., p. 177. 
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fied. Therefore the problem of determining 
the best classification for the income and 
expenditures of the general fund is primarily 
that of determining which is best for 
budgetary purposes. 

The Classification of General Fund Ez. 
penditures by Character: Certain expendi- 
tures made from the general fund do not 
apply directly to current operations. They 
are few in kind but may amount to a con- 
siderable sum in the aggregate and seem 
best separated into several special classes, 
A classification by character results. It is 
quite short, consisting of: 


(1) Expenses of current operations 

(2) Capital expenditures 

(3) Interest and bonded indebtedness 

(4) Working capital fund and utility fund 
contributions 

(5) Expenditures applicable to other fiscal 
periods 


Capital expenditures, it is true, may apply 
partially to the current period, for the as- 
sets may be placed to immediate use. But 
the larger portion represents an investment 
for the future and should not be charged to 
current operations. The special class is there- 
fore necessary. If a system of depreciating 
capital assets were followed, it would provide 
for gradually transferring the cost to opera- 
tions during the years of their use. 

Interest, although a current expense, is 4 
fixed rather than an operating expense. Its 
amount may have been fixed in the past, at 
least in large part, and therefore may not 
be subject to the control of present officials. 
Nor is it attributable to any one activity or 
division of government, as operating ex 
penses are. For these reasons it is thought 
best to separate it from the cost of current 
operations. 

Repayment of bonded indebtedness" has 


10 Indebtedness, other than bonded indebtedness, if 
payable out of the general fund, is a liability of that 
fund. Hence, its payment is charged to the liability 
and is not an pens nse (assuming that expenditures 
serve to reduce fund surplus, free or appropriated. ' 
assumption agrees with the definition of expenditure 
given in Accounting Terminology, p. 59). Bonded it- 
debtedness is not carried as a liability of the 
fund and its payment serves to reduce the fund sur 
plus. It is therefore an expenditure. 
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no direct relation to current expenses. The 
amounts received when indebtedness is in- 
curred may be used to pay for operating ex- 
penses as well as for other purposes. The re- 
payment of the indebtedness out of revenues 
could not also be operating expense. There- 
fore, it should be separated. 

Another character class consists of out- 
right contributions to working capital funds 
and utility funds. These contributions are 
means of financing certain current opera- 
tions but are not in themselves operating 
expenditures, nor can they be included in 
the other classes provided. In this way 
they differ from contributions to other funds 
—trust funds, assessment funds, sinking 
funds, etc.—for these latter are readily 
classifiable in the other four classes. 

A last class segregates expenditures ap- 
plicable to other fiscal periods, viz. deferred 
charges and surplus charges." To include 
them in current operating expenses would be 
misleading. 

The character classes should usually be 
made primary within the funds. This seems 
preferable to placing them within the organ- 
ation units or the activities. To classify 
interest, bonded debt redemption, contribu- 
tions between funds, and expenditures ap- 
plicable to other fiscal periods according to 
the organization unit making the expendi- 
ture gives data of little use. To classify them 
according to the organization unit or ac- 
tivity originally responsible for the expendi- 
ture (e.g., charging the interest and the 
bonded debt redemption to the organiza- 
tion units and activities which originally re- 
ceived the use of the borrowed money) also 
seems of little value and could only be done 
arbitrarily. 

On the other hand, certain capital ex- 
penditures are for use in definite activities 
or by certain organization units and may be 
classified accordingly. In the budget, esti- 
mated capital expenditures are preferably 
assigned to the organization unit or activity 
for which the purchase may be requested 
(the amounts being clearly identified as 
capital expenditures, however). The ac- 


" This assumes an accrual basis of accounting. 
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counts should then show a similar classifi- 
cation. This may be done by having the 
capital expenditures subclassified by proj- 
ect and organization unit or activity. Ex- 
penses of operation are thus kept distinct 
and a character classification primary to the 
organization unit and activity classification 
is consistently maintained. 

The Classification of Current Operating 
Expenses by Organization Unit: In order 
that the budget be serviceable as a means of 
checking upon financial responsibility, the 
operating expenditure portion should be 
classified by organization units (depart- 
ments, boards, bureaus, commissions, etc.). 
The responsibility as shown in the organ- 
ization chart should be “paralleled by ex- 
pense responsibility in the accounts.” With 
such a division of expenses, periodic ac- 
counting reports covering the operations of 
each of the municipal executives can be 
made. 

The necessary classification by organiza- 
tion unit presents a difficulty to a classifi- 
cation intended to be adaptable to many 
municipalities. The structures of municipal 
governments seem to differ greatly; their 
organization units vary in number, nature, 
title and scope. It is quite unlikely that this 
non-uniformity in organization could permit 
uniform expenditure accounting unless the 
organization unit expenditures were divis- 
ible into smaller and more comparable units. 
It happens that this is not only possible but 
a very logical step. Organization unit ex- 
penditures may be divided into expenditures 
by activity and function” and by object of 
expenditure, both of which are quite uni- 
form as between municipalities. 

Either of these two methods of classifying 
the organization unit expenditures may be 
made subsidiary to the other, but by far the 
more common practice is to have the object 
classification subsidiary to that by function 
and activity. This relationship is advocated 
in the two best known texts in government 
accounting as well as in the writings of 

12“Function” relates to the purpose of the work 
done, while “activity” relates to the class of work done 
in order to carry out the purpose described by the func- 


tion. See Oakey, op. cit., p. 358. 
13 Morey, op. cit., p. 210, and Oakey, op. cit., p. $47. 


y 
i- 
at 
y 
is 
ad 
ly 
ut 
nt 
to 
ng 
\ 
a 
ts 
at 
ot 
Is. 
or 
ht 
nt 
, if 
hat 
lity 


168 


some other authorities.‘ The main reason 
seems to be that total costs for the subsidiary 
classes cannot be obtained without an addi- 
tional extensive summarization (which may 
never be made), and total costs for each 
function and activity appear to have greater 
usefulness than total costs by object. The 
discussion of these two methods of classify- 
ing will indicate their respective advantages. 

The Classification of Current Operating 
Expenses by Functions and Activities: Organ- 
ization unit expenditures can be separated 
readily into functional and activity expendi- 
tures because the working structure of a 
municipal government should be, and usu- 
ally is, built around the municipal functions 
and activities. Cleveland declared this in the 
following positive terms: 


To become effective as a public corporation, 
the service of a municipality (i.e., the living 
agents into whose hands the corporate powers 
and physical equipment are placed) must be or- 
ganized around the functions undertaken... . 
A system of accounts employed by a city... 
must, like the administrative service itself, take 
its form and character of corporate functions 
exercised.!5 


Buck was somewhat more explicit upon the 
subject when he wrote: 


Modern administrative organization is built 
upon functional lines. In the main the depart- 
ments represent major functions; the bureaus and 
divisions, minor or subordinate functions. That 
is, the organization units, when properly set up, 
parallel the functions of the government. If, 
under such arrangement, the expenditure infor- 
mation is presented in the budget on an organiza- 
tion basis, it will be virtually in the same form 
as though it were presented on a functional basis. 
But this will not be the case under an improperly 
or haphazardly organized government.!* 


In actual practice, the relation of organ- 
ization units to the functions and activities 
is far from uniform as between munici- 
palities. This may be due to the fact that 
there are often several units to which an ac- 


4 W. R. Thompson, Accounting Systems, Their De- 
sign and Installation (Chicago: LaSalle Extension 
Univ., 1929), p. 112, and Frederick A. Cleveland, 
Chapters on Municipal Administration and Accounting 
(New York: Longmans Green and Co., 1915), p. 187. 

4% Op. cit., p. 187. 

6 Op. cit., p. 187. 
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tivity might justifiably be assigned. Assume 
that smoke inspection is started as a new 
activity. As a health measure, it might be 
initiated by and placed in the custody of the 
Health Department; as an engineering prob- 
lem it might better be handled by the Public 
Works Department; as an inspection ae- 
tivity, it would fit into the inspection de- 
partment of the Public Safety Division. 
Municipalities vary in their choice between 
the three.!” 

A function may be divided among several 
organization units. Thus, if providing public 
safety be considered as a single function, it 
will include the police and fire departments, 
at least, and sometimes additional depart- 
ments will perform safety work. On the 
other hand, an activity is rarely divided be- 
tween two or more organization units, prob- 
ably because of several disadvantages re- 
sulting from the division. Duplication of 
services may result, divided responsibility 
for the same service exists, and inefficiency 
occurs through the duplication of physical 
assets, records, etc. Consequently it is usual 
to find each organization unit responsible for 
one or more entire activities. 

Classifying the expenditure accounts, 
within the departments by activities'* is, 
therefore, a logical step. Furthermore, it 
gives an excellent arrangement of costs for 
providing information to the legislature and 
the public. The cost of an activity compared 
with the expected benefits to be derived 
from it should give a basis for intelligent de- 
cision as to whether the activity should be 
increased, continued as in the past, de 
creased, or discontinued entirely. This ac- 
tivity cost also serves as an admirable basis 
for unit cost finding. A final point in its 
favor—one which was pointed out previ 
ously—is that the functions and activities 
of municipalities are much the same the 


17In 1932 smoke inspection was classified by Am 
Arbor, Michigan and Kansas City, Missouri 
Public Works; by Duluth, Minnesota and Pittsburgh, 
Pennsylvania, under Health; and by St. Louis, Mis 
souri, and Des Moines, Iowa, under Public Safety. 

18 Inasmuch as the accounts of a function must be 
the composite of the accounts of its activities, it will be 
deemed sufficient to refer to the classification : 
as a classification by activities rather than by functions 
and activities. 
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country over. Classifying expenditure ac- 
counts by activities therefore results in some 
uniformity in accounting sufficient to pro- 
mote a profitable comparison of costs.!* 

The Classification of Current Operating 
Expenses by Objects of Expenditure: One 
further classification is necessary—by ob- 
ject of expenditure.?° When made subsidiary 
to the other methods of classifying, it carries 
the classification into the final details,” pre- 
scribing the accounts which are to be used in 
depicting the articles or services charged to 
the various activities and the noncurrent 
character classes. 

Such a classification becomes useful in 
several ways. In preparing budgetary esti- 
mates of expenditures, an analysis of the 
estimate for each activity by object of ex- 
penditure is indispensable.” A careful esti- 
mate of the costs of an activity cannot be 
made without considering the estimated 
cost of services (personal and other), ma- 
terials, and supplies to be used. Historical 
object costs are a valuable guide in making 
the object analysis of an estimate, and the 
accounting should provide them. 

The historical analyses of costs by objects 
are also useful in judging whether labor, 


_ "Following is a classification of operating expenses 
into ten primary divisions, based chiefly upon major 
functions: General Government, Public Safety, Public 
Health, Public Works, Public Welfare, Education, 
Recreation, Miscellaneous, Public Service Enterprises, 
Municipal Service Departments. 

* Oakey, op. cit., pp. 341-42: “The term ‘objects’ 
as applied to an expenditure classification refers to the 
article purchased or the service obtained as distin- 
guished from the results obtained by expenditures . . . . 
In other words, a classification by objects is the means 
of analyzing the expense of carrying on an activity in 
terms of the application of human effort and of the con- 
sumption of material means.” 

If the object classification is to be applied to all ex- 
penditures rather than operating expenses alone, it 
must include the payment of obligations and contribu- 
tions between funds, which are neither articles nor 
services. 

" Cost accounting might provide even further details 
but not as a part of this general classification. 

** The Model M a Budget Law advised against 

g appropriations by detailed objects of expendi- 
ture (p. 443), although instructing that the estimates 
show the object analysis (p. 441). It suggests lump sum 
appropriations to spending agencies and recommends 

t the executives then be required to present work 
programs allotting the appropriation to the various ele- 
ments of cost. Any desirable transfer between allot- 
print may then be made without affecting the appro- 

n. 
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material, equipment, etc. are used efficiently 
and in determining reasons for changes in 
costs of activities and possible ways of reduc- 
ing the costs. If costs are rising, an analysis 
by objects will give aid in concluding 
whether it is due to an increase in the price 
of material or labor, an increase in the ac- 
tivity itself, or a reduction in efficiency. If 
activity costs are to be reduced to conform 
to a decrease appropriation, the analysis 
helps to decide where reduction can be 
made with least effect upon quality and 
quantity of work performed. 

The classification by object of expenditure 
might take any one of three forms. It could 
be a general classification applicable to any 
and all activities and organization units of 
the municipality; it might consist of indi- 
vidual classifications especially prepared for 
each activity; or it might be a compromise 
between the two, having broad general 
classes applicable to all the activities, but 
detail accounts specifically prepared for the 
individual activities. The relative merits of 
these possibilities require close scrutiny. 

A General Classification by Object of Ex- 
penditure: A general classification aims at 
uniformity in accounting by object of ex- 
penditure throughout the entire municipal 
government. Although the accounts for each 
organization unit or activity are kept sep- 
arate, it is possible to combine their respec- 
tive subsidiary accounts in a new analysis, 
arriving at total expenditures by object for 
the whole municipality. Information may 
thus be obtained as to how much was spent 
for certain materials, certain kinds of labor, 
and certain other services. The classification 
might be made to call for extreme details 
such as differentiating between technical 
classes of labor and between different qual- 
ities of materials, or it might be quite con- 
cise, prescribing only a few broad classes. 

The advantages to a municipality of a 
concise uniform classification by object are 
not very apparent. Figures showing the 
amount paid by the municipality for per- 
sonal services, contractual services, supplies, 
materials, and the like are probably useful 
statistically, and the accounting procedure 
would be simplified. On the other hand, with 
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such a brief classification, the accounting for 
each activity would be so restricted as to 
offer little useful information to the execu- 
tive in charge. 

An elaborate classification would improve 
the usefulness of the combined figures for 
the municipality, but whether sufficiently to 
warrant the work involved in obtaining them 
is still questionable. Very minute detail, 
such as the amounts paid each year for ink, 
for automobile repairs, or stationery, would 
be of value in pointing out where con- 
solidated purchasing might save money or 
where the government might undertake to 
perform certain services itself instead of 
having them done by others. But a very oc- 
casional report of such total expenditures, 
derivable through a special statistical study, 
might serve the same purpose. Frequent 
periodical reports along such lines would 
seem to burden the accounting rather need- 
lessly. If centralized purchasing is prac- 
ticed (and this is advocated for munici- 
palities of all sizes) much of such information 
can be obtained without the aid of such an 
accounting arrangement. 

Besides this somewhat questionable objec- 
tive of obtaining uniformity in object ac- 
counting between organization units and 
activities, there must be kept in mind the 
need of providing useful analyses of the ex- 
penditures for each activity. Such analyses, 
it will be recalled, are of great service in 
budgeting and as guides to administration. 
A general classification by object of ex- 
penditure cannot provide such satisfactory 
detail for these purposes as can special classi- 
fications designed for each activity. Many 
activities have distinctive expenditures en- 
tirely different from any found in other ac- 
tivities. Poor relief, for example, may be 
charged with rent (for others), burials, 
groceries and fuel. Celebrations require ex- 
penditures for music, flowers, decorations 
and ammunition. The supplies and materials 
used for various activities are extremely 
diverse and numerous. A classification at- 
tempting to show accounts for all such pos- 
sibilities would be extremely long and un- 
wieldy, whereas any attempt to combine 
them into fewer classes would entail many 
arbitrary decisions and would require very 
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elaborate and painstaking instructions. 

A Specific Object Classification for Each 
Activity: The second possibility, that of 
providing a special classification for each 
activity, would appear to be more satis. 
factory. The cramping effect of a fixed list 
of accounts could be avoided. The specific 
nature of each activity would determine 
the accounts, significant titles could be 
chosen, and through them clear pictures of 
the cost of activities could be prepared. That 
the executives, the legislators, and the 
citizens would all understand more readily 
the reports showing such appropriate detail 
seems unquestionable. 

The amount of the detail to be shown 
could be left to local judgment. It would de- 
pend upon various local conditions, including 
the size of the municipality, the importance 
attached to the activity, and possibly the 
wishes of the executive in charge. 

Broad General Classes of Object Expendi- 
tures with Specific Detail Accounts: Ex- 
penditures by objects readily fall into several 
broad classes, such as personal services, ma- 
terials and supplies, etc. It is possible to 
prescribe these classes for each activity and 
yet permit the detail accounts thereunder 
to reflect the individualistic nature of the 
activities. 

There seem no particular disadvantages 
to this method. On the other hand, it pro- 
motes some uniformity in object accounting 
and thereby permits obtaining information 
as to the totals of such classes of object ex- 
penditures for the entire municipality. 

The Subclassification of Other Character 
Classes: A classification of capital expendi- 
tures by land, equipment, and building and 
other improvements is customary and neces- 
sary in order that detailed inventory records 
may be maintained and depreciation (if it is 
to be considered) may be calculated. During 
construction and development, the capital 
projects must be individually accounted for 
and compared with their authorizations. 
When the budget shows authorizations for 
capital expenditures classified by organiza- 
tion unit or activity, the accounts must show 
a similar classification. 

For informational purposes, _ interest 
should be divided into that paid on bonded 
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indebtedness and that on current indebted- 
ness. A distinction between amounts paid in 
direct reduction of bonded debt and amounts 
contributed to sinking funds is also necessary 
for the bond statements. 

No particular classification need be pro- 
vided for working capital fund and utility 
fund contributions. They are few in number 
and should be recorded individually. Ex- 
penditures applicable to other fiscal periods 
are naturally divisible into those for future 
periods (deferred charges) and those for past 
periods (surplus charges). 

The Classification of Income :—To obtain 
the financial information necessary to its 
control, municipal income should be classi- 
fied by fund, character, source, and organiza- 
tion unit. The classification by funds has 
already been described. It was also pointed 
out that the income of special funds other 
than utility and working capital funds is 
either limited to a single source or is classi- 
fiable according to the principles used in 
the general fund classification; and that 
municipal utilities and the activities fostered 
by working capital funds have duplicates in 
private business, with good classifications of 
accounts already worked out for many if not 
most of them. For these reasons, this de- 
scription of the development of a classifica- 
tion of municipal income is confined to the 
income of the general fund. 

Classification of Income by Character :— 
Income of a fund refers to an increase in the 
net resources or surplus of the fund. But all 
increases in the net resources of a particular 
fund do not result in an increase in the net 
resources (and therefore the income) of the 
whole municipality. Sometimes other re- 
sources of the municipality, not a part of 
this fund, may decrease correspondingly, 
leaving no net gain to the municipality as a 
whole. 

Three distinct classes of fund income 
which are not truly municipal income may 
be illustrated.* When a utility fund makes 
a contribution to the general fund, the net 
resources (and therefore the income) of the 
latter increase, while the resources of the 


* This discussion refers to government-owned funds 
only. Income of privately-owned trust funds would not 
be municipal income. 
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former decrease (its expenditures increas- 
ing). When fixed properties, not carried in 
the general fund, are lost and insurance re- 
covery is made, or when they are sold, and 
the money is placed in the general fund, its 
income is increased but the resources of the 
whole municipality are not (except for pos- 
sible profit). Thirdly, the amount received 
from the sale of an issue of bonds is placed 
in a bond fund, but the liability is recorded 
elsewhere under bonded debt accounts. The 
income of the bond fund is increased; the 
income of the municipality is unaffected by 
the transaction. It would be misleading not 
to distinguish such fund income from that 
which is income of the whole municipality. 

Under accrual accounting, another class 
of income should be separated—that apply- 
ing to other fiscal periods, resulting in de- 
ferred income or surplus credits. The de- 
ferred income is income relating to future 
fiscal periods and is carried forward to those 
periods. Surplus credits represent income 
applying to past fiscal periods and therefore 
increase the surplus carried forward to the 
present period. 

From these distinctions, a character classi- 
fication of five classes may be evolved, viz: 

1. Current revenue. 

2. Sale and compensation for loss of prop- 

erties. 

3. Contributions from other government- 

owned funds. 

4. Sale of bonds. 

5. Income applicable to other fiscal pe- 

riods. 
All but the fourth may be found in a general 
fund classification. 

Classification of Income by Source: Mu- 
nicipal income should be classified by source. 
This is the opinion expressed in all the writ- 
ings found dealing with the subject. 

Since the income from certain sources is 
designated by law to particular uses (and 
therefore placed in special funds), that in- 
come, at least, must be classified by source. 
Moreover, sources give the best basis for 
budget estimates of income for the succeed- 
ing year. Certain sources may be abandoned, 
new ones discovered and added, some probed 
deeper, and others not exploited as much. 
The conditions surrounding each of the 
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various sources are direct determinants of 
income. Even if it were desired to estimate 
income to be collected by organization units, 
an analysis of the sources contributing in- 
come to the units would be necessary. 

Another reason for source classification 
would be the possibility it provides of deter- 
mining which sources, if any, are producing 
less than the cost of collection. Unless some 
motive other than the acquisition of income 
is present, an “unprofitable” source is best 
abandoned. 

The income of the general fund included 
within the character classes other than Cur- 
rent Revenue is so restricted in variety that 
it needs no elaborate classification. The class 
Sale and Compensation for Loss of Proper- 
ties is a source in itself. The income included 
therein is incidental and would seem to re- 
quire no subclassification unless the amount 
happens to be large. Then individual im- 
portant transactions or groups of similar 
transactions may be accounted for sepa- 
rately if information relative thereto is de- 
sired. Contributions from Other Govern- 
ment-owned Funds, itself a major source, 
should show the contributing funds as the 
detail sources. Income Applicable to Other 
Fiscal Periods is affected by income derived 
from a few sources only. That income relat- 
ing to previous periods is credited to the 
fund surplus and needs no further classifica- 
tion. That applying to future periods (de- 
ferred income) should be classified by sources 
in order that the accounts for current reve- 
nue by sources may be credited when the 
appropriate period arrives. 

The sources of current revenue may be 
grouped into eight main classes, viz: (1) 
Taxes, (2) Permits, non-business licenses, 
and other privileges, (3) Fines, forfeits and 
other penalties, (4) Grants and donations, 
(5) Rents and royalties from non-depart- 
mental properties, (6) Interest, discount, 
premium, and dividends, (7) Departmental 
revenue, and (8) Miscellaneous revenue. 
Only sources having some important simi- 
larity are thereby brought together in a 
class, and the class total probably has sig- 
nificance to the administration and others. 
The total amounts of grants and donations 
received, for example, or of departmental 


revenues, or of fines, forfeits, and other 
penalties—this may be information of con. 
siderable value. But the main purpose in 
grouping the sources is for convenience in 
referring to the accounts. Since each group 
contains somewhat similar sources of in- 
come, the account for any desired source 
can be more readily located. 

Although for the most part the sources 
are clearly assignable to particular classes, 
this is not always the case. Some sources can 
with reason be included under either of two 
classes. For example, certain license fees 
may be either taxes or payments for privi- 
leges. If the sole intention in charging a 
license fee is to compensate the municipality 
for the cost of controlling the status or ae- 
tivity licensed, the charge is not a tax.” If 
it is designed to provide a net revenue to the 
municipality, the income is considered a tax. 
Without knowing the intent back of charg- 
ing a particular kind of license fee, its as- 
signment to one or the other class is difficult 
to make. In a classification aiming to be 
suitable to many municipalities, the proba- 
bility of there being varying intentions back 
of license fees in the various municipalities 
adds to the classification difficulty. 

A similar absence of clear-cut distinction 
occurs between permit fees and depart- 
mental earnings. A department often charges 
a fee for a service. But issuing permits is 
also a service on the part of some depart- 
ment, and at least a part of the permit fee is 
meant to compensate the department for 
this service. Shall this source be considered 
a privilege income or a departmental in- 
come, or possibly a tax? Reimbursements, 
which are repayments for specific expendi- 
tures made for others, are also sometimes 
difficult to distinguish from departmental 
earnings. 

These borderline cases, not clearly belong- 
ing to any one definite group, make it neces- 
sary to set up certain arbitrary rules govern- 


* Cf. William J. Shultz, American Public Finance 
and Taxation (New York: Prentice-Hall, Inc., 1931), 
pp. 210-13; Edwin R. A. Seligman, Essays in Taxation 
(New York: Macmillan Company, 1921), p. 411. 

Theoretically, only that portion of the fee which ex- 
ceeds the cost is the tax, but the dividing line is one 
to determine and the division seems unimportant for 
purposes of accounting classification. 
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ing them. It might be suggested, for example, 
that all fees for licenses permitting busi- 
nesses to be carried on should be included 
under taxes regardless of the purpose of the 
fee charged. Another possible suggestion is 
that the issuance of a permit should identify 
the accompanying fee as a permit fee rather 
than a departmental earning. 

This necessity of some arbitrariness in 
grouping sources of income has only slight 
significance. The classes are used primarily 
as convenient places to locate certain sources 
in the statements and reports and in the 
accounts. The class totals are only of second- 
ary importance, and the amount of income 
within a class arising from such arbitrarily 
grouped sources would in practically all 
cases be relatively small. It is emphasized 
that the individual sources are of greatest 
significance—that they are to be carefully 
identified and accounted for and reported 
separately, thereby giving proper informa- 
tion for control and comparison. 

The specific sources of income appearing 
in the main classes are quite numerous and 
may be further classified into related groups 
—particularly for convenience in locating 
them but partially because of certain simi- 
larities which might cause their close asso- 
ciation to give some useful information. The 
possible classes are too numerous to mention 
here. 

Classification of Income by Organization 
Unit: Some municipalities also desire to 
classify income by organization units—i.e., 
by collecting agencies. When practically all 
collecting is done through the treasurer’s de- 
partment this is unnecessary, of course. 
Furthermore, when the amounts collected 
by other departments are all placed in the 
treasurer’s control, there seems little purpose 
to classifying income in this way except for 
possible auditing advantages and to judge 
the relative efficiency in the collection of 
income. But sometimes various organization 
units retain the amounts they collect for 
their own use. They then need to be charged 
with the amounts. Classification by organ- 
wation unit is required under such con- 
ditions. 


For the purpose of safeguarding cash, it 
would seem preferable to collect income 
through a single department so far as con- 
venience permits. Conditions peculiar to a 
municipality, however, may cause some col- 
lections to be made by other units. Any 
arrangement for collecting found necessary 
in a municipality must determine its own 
individual classification of income by organ- 
ization unit. 

The position of such a classification in the 
whole income classification (whether sub- 
sidiary or primary to the source classifica- 
tion) would also seem to be a matter deter- 
mined by local conditions. Perhaps the two 
classifications could best be kept entirely 
distinct from one another. 

Departmental revenue (one of the eight 
main classes of current revenue) is excep- 
tional in that it arises from departmental 
activities or ownership of departmental 
properties and therefore should be classified 
by departments. At the same time the reve- 
nue should be classified by activity within 
each department. Then, with expenditures 
also classified by activities, the net cost of 
each activity (expenditures less income) can 
be determined. 

Conclusion: Important to all accounting, 
classification is specially so in the account- 
ing for governments. A proper classification 
will offer accounts designed to supply all the 
financial information necessary to the con- 
trol by executives, legislators and citizens. 
It also will provide data for cost account- 
ing and operating statistics. The arrange- 
ment of accounts will be that which best 
suits the budget and the common financial 
statements. 

To meet these requirements, income 
should be classified by fund, character and 
source, and expenditures by fund, character, 
organization unit, activity and object of 
expenditure. The methods of classifying 
should be interrelated (i.e., one made sub- 
sidiary to another) to avoid duplicate post- 
ing. The order in which the methods of 
classifying were mentioned is found to be 
the order best suited to provide necessary 
information. 
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CuRRENT PRACTICE IN TEACHING 
ELZMENTARY ACCOUNTING 


ast November a questionnaire on first- 
year accounting was mailed to all 
colleges and universities represented 
among the membership of the American 
Accounting Association. The replies re- 
ceived from fifty-three schools! in the United 
States and Canada were used as the basis for 
a round-table discussion of teaching methods 
and problems at the annual convention in 
Chicago last December. It is the purpose of 
this article to summarize these replies for 
the benefit of those who could not attend 
the round-table itself. No attempt will be 
made to measure or compare standards of 
instruction or to label one practice as good 
and another as bad. While a variation in 
standards is apparent, the differences in 
methods and objectives are even more 
marked. It would be futile, for instance, to 
compare a required freshman course in 
bookkeeping in a large city college of com- 
merce with an accounting course for juniors 
or seniors in a liberal arts college, or with a 
course in a graduate school of business ad- 
ministration. 

1 University of Alabama, Antioch College, Augustana 
College, Brigham Young University, Brown University, 
University of Buffalo, University of California, Berke- 
ley, University of California, Los Angeles, University 
of Southern California, University of Chicago, City 
College of New York, Coe College, Columbia Univer- 
sity, University of Colorado, Denver University School 
of Commerce, Florida State College for Women, Har- 
vard University, University of Illinois, Indiana Uni- 
versity, State University of Iowa, Knox College, 
Louisiana State University, Massachusetts Institute of 
Technology, Miami University, University of Michigan, 
Michigan State College, University of Minnesota, 
University of Missouri, Montana State College, Morgan 
Park Junior College, Mundelein College, University of 
Nebraska, New York University, University of North 
Dakota, Northwestern University, Ohio University, 
University of Pennsylvania, Pennsylvania State Col- 
lege, University of Pittsburgh, Princeton University, 
Saint Joseph College, Temple University, University of 
Tennessee, University of Texas, Agricultural and 
Mechanical College of Texas, Union College, Univer- 
sity of Vermont, State College of Washington, Wayne 
University, University of Western Ontario, College of 


William and Mary, University of Wisconsin, Yale 
University. 


Registration 


During the current year the total regis. 
tration in first year accounting in the 
schools replying to the questionnaire is well 
over 20,000, but since in some cases the 
registration figures were not reported on a 
consistent basis, comparative data for the 
last three years can be given for only 44 
institutions. In these the registrations were 
14,087 in 1984-35, 15,758 in 1935-36, and 
17,978 in the current year, 1936-37. These 
figures show an annual rate of increase of 
about 12%. While there is no warrant for 
projecting this rate into the future as a 
trend, it is interesting to note that if it does 
continue registrations will double within 
the next six years. Comparing 1936-37 with 
1934-35, 39 schools show definite increases 
and only 5 report decreases. These decreases 
are small, amounting to only 94 in total, and 
in three or four instances they are ex- 
plained by voluntary limitation of numbers 
or by curricular and other internal changes 
in particular schools. Without attempting 
a definite prediction, it does seem safe to say 
that further substantial increases in regis- 
tration are a distinct probability and one 
which teaching staffs and university budgets 
must be prepared to meet. The explanation 
of the increasing interest in accounting is 
not far to seek. While there is a fairly defi- 
nite limit to the number of students who 
may expect to enter the public accounting 
profession, there is no determinable limit 
to the number who need accounting as 4 
tool for economic analysis. Lawyers, en- 
gineers, business executives, and investors, 
among others, have come to recognize the 
need for at least a rudimentary knowledge 
of accounting. Their interest has been stimu- 
lated in recent years by the national se- 
curities legislation, by the new tax laws, and 
perhaps by the fascinating problem of 
balancing the national budget. The needs 
of such persons deserve more attention than 
they have so far received. 
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SCHEDULE ARRANGEMENT 


When the more detailed or mechanical as- 
pects of instruction are considered, the pic- 
ture is one of the greatest diversity. This, 
indeed, is the keynote of the replies. There 
js some uniformity in the number of class 
hours per week, but even here the range is 
from 2 to 8. Of the 53 schools, 15 allot 4 
hours and 13 allot 5 hours a week to the 
first year course. In the remaining 25 schools 
the schedules are: 2 schools with 2 hours a 
week; 10 with 3 hours; 7 with 6 hours; 3 
with 7 hours; 2 with 8 hours, and 1 with a 
variable number of hours. In 48 schools the 
elementary accounting course runs for 30 to 
40 weeks, while in 5 the period ranges from 
15 to 20 weeks. In schedule arrangement 
there are 34 different hour combinations, 
the more common of which are shown in 
Table I. 


Tasip I. Typicat ScHEDULE ARRANGEMENTS 
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quired to do all their problem work there 
under supervision. It is evident that local 
conditions determine schedule arrange- 
ments pretty generally and that the quality 
and success of a course are not dependent 
to any great extent upon this factor, but 
there is some evidence that a fixed weekly 
practice period may interfere somewhat 
with the orderly presentation of material 
and may lead to overemphasis on book- 
keeping routine. In schedule arrangement, 
the usefulness of large lecture sections and 
the necessity for supervised practice are the 
two points on which there is the greatest 
difference of opinion. 

The number of students per division for 
each type of exercise in the 52 schools for 
which data are available is shown in Table 
II. 


Taste II. Numser or StupEnts PER Division IN 
52 ScHOOLs 


Number of Schools in each Group 


Number Hours per Week — 
of Stude ts Lectures Recitations Supervised 
Schools Lectures MRecitations Practice Practice 
8 Si 2 2 0 23 18 14 
5 ‘aa 3 sat 10—- 19 1 2 5 
3 1 1 2 20— 29 2 5 + 
3 1 2 2 30- 39 4 20 14 
2 aa 3 2 40-— 49 5 7 7 
2 2 50- 59 3 3 3 
2 2 1 ou 60— 69 2 1 2 
2 3 3 70— 79 1 
26 Individual arrangements, no two alike. 80- 89 1 1 
99 2 2 
53 125-180 3 
150 1 
250 2 
Two hours a week for recitation and two 300 1 
for supervised practice are still the most 600 1 
popular arrangement though it is used in 52 51 52 


only 15% of the reporting schools. Twenty- 
four schools have no formal lectures, 13 re- 
port no recitations, and 14 have no practice 
periods. Conversely, 15 have all three, 30 
have a combination of two, and.8 have only 
one type of exercise, either lectures alone 
or recitations alone. The most flexible ar- 
Tangement reported consisted of three two- 
hour periods a week to be used for lectures, 
recitations, or practice at the discretion of 
the instructor. Other flexible plans were 
mentioned, notably that used at Columbia 
University where the accounting laboratory 
8 open continuously and students are re- 


In the lectures there is a fairly even distribu- 
tion throughout an extreme range in size 
from less than 20 to more than 600 students 
with some concentration around sizes of 50 
and 100. Of the 29 schools reporting lectures, 
12 have small divisions (less than 50 stu- 
dents), 9 have divisions of medium size 
(50 to 100 students), and 8 have large di- 
visions (125 to 600 students). The smaller 
divisions, it would seem, might well be re- 
garded as recitations. In contrast to the 
wide variation in the lectures, there is a 
definite concentration in the size of recita- 
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tion and practice divisions. Such divisions 
typically have from 30 to 35 students each. 


Tests and Examinations 


The replies to the questionnaire, though 
they cannot adequately describe the well 
articulated examination programs followed 
by some schools, do give a general indica- 
tion of the types of examinations which are 
in common use and some idea as to their 
relative importance in the educational 
scheme. For example, a wide difference of 
opinion as to the efficacy of short quizzes, 
“spot” quizzes, or ten-minute papers as 
they are variously called, is at once ap- 
parent. In 21 schools out of the 53, such 
quizzes are not given at all. They are 
given in 32 schools but in numbers ranging 
from four a year to over a hundred and with 
weights of from less than 10% to more than 
40% of the final grade in the course. Where 
used, such quizzes are typically given a 
weight of 20 to 30%. Some schools which do 
not use short quizzes give more hour tests, 
others place more weight on home or super- 
vised practice problems, while a few base 
the year’s grade wholly or almost wholly 
on the final examination. As a teaching de- 
vice, frequent ten-minute quizzes can be 
justified only as a means of arriving at a 
grade or as a prod to the lazy or indifferent 
student, and 40% of the schools apparently 
have found satisfactory substitutes which 
presumably cause less interference with 
regular class discussions. 

With respect to hour tests the difference 
of opinion is much less. In the 46 schools for 
which adequate data are available, it is 
customary to give about six hour tests a 
year and to assign to them a weight of 30 to 
35% of the year’s grade. Four schools give 
no hour tests and about half a dozen give 
10 to 12. Although the replies show a definite 
concentration in six hour tests with a weight 
of about one-third of the course grade, three 
schools assigned weights of 10 to 19%, and 
five, weights of 60 to 69%. 

All schools give final examinations, and 
very rarely do they excuse students from 
taking them. Serious illness is accepted as 
an excuse in some schools and a few stu- 
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dents of the very highest standing are 
granted exemptions, but by and large every 
student, regardless of scholastic standing, 
must take the final examination in order to 
receive credit in the course. In 13 schools 
out of 48 the final examination covers the 
work of the whole year while in 35 it covers 
only the term or quarter. In 18 schools the 
length of the final examination is two hours, 
in 22 schools it is three hours, and in 4 
schools it is four hours. In three out of the 
four schools having four-hour periods, the 
final examination covers the work of the 
whole year. Some idea as to the variation in 
weights assigned to the final may be 
gathered from the following data. In two 
schools the year’s grade is based entirely on 
the final examination. Other weights used 
are: in one school, 80%; in one, 662%; in 
two, 60%; in six, 50%; in one, 46%; in one, 
45%; in seven, 40%; in one, 35%; in four- 
teen, 334%; in eight, 30%; and in four, 
25%. The typical weight, it appears, is 
334%. 


Problems and Practice Sets 


It is customary in elementary accounting 
to assign a large number of home problems 
and usually at least one long practice set or 
problem, but judging both from experience 
and from the questionnaires, it is very dif- 
ficult to use such material as a basis for 
grading. With respect to home work and 
practice sets typical comments were: “‘Must 
be done, but not graded,” ‘Determining 
factor in borderline cases,” ‘“‘No weight, but 
required in order to get grade,”’ ‘“‘Examined 
but not graded,” etc. Out of 47 schools, 19 
place no weight on home problems and 22 
place no weight on practice sets in comput- 
ing course grades, and at least 10 of the 
others assign a combined weight of 15% or 
less on such exercises. In other words, in 
about 60% of the reporting schools home 
work and practice sets together received a 
weight of not over 15%. In one school, how- 
ever, half the course grade is based on prob- 
lems and half on the final examination 
while weights of 20 to 30% are used in three 
or four schools. The general experience 
seems to be that home problems and prac 
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tice sets cannot properly be included in the 

e base with more than nominal weights. 
The grading of such exercises is laborious in 
itself and the principal effect seems to be the 
placing of an undue premium on copying. 
Even the schools which do use these ex- 
ercises in computing grades base their esti- 
mates chiefly on performance rather than 
quality. It is, of course, essential that errors 
in home work be brought to each student’s 
attention in some manner. 


Grades 


From the data already given it is possible 
to construct a scheme for computing grades 
which is typical of the practice in many in- 
stitutions. Although variations are numer- 
ous, the weights most commonly used are 
about as follows: 30-35% on the final ex- 
amination, 30-35% on hour tests, 20-25% 
on short quizzes, and 10-15% on home prob- 
lems and practice sets, chiefly on perform- 
ance rather than quality of work. In a 
few cases specific allowances are made for 
students’ attitude and for daily recitations, 
and in one instance 25% of the year’s grade 
is based on attendance. In almost every 
school there are variations from year to 
year and among the individual instructors, 
but the percentages given are fairly rep- 
resentative. 

The grades produced by the various 
methods are less diverse than the processes 
by which they are derived, but there is a 
substantial range nevertheless. Replies from 
50 schools show that in no instance is the 
normal percentage of A’s less than 5%. In 
17 schools 5 to 9% of the students normally 
receive A’s; in 23 schools 10 to 14%; in 6 
schools, 15 to 19%; in 3 schools, 20 to 24%; 
and in 1 school, 30 to 35%. The typical per- 
centage of A’s apparently is not far from 
twelve, a rather high proportion it seems. 
The statistics on failures are not so reliable 
because of differing interpretations placed 
upon first term failures and withdrawals dur- 
ing the year, but apparently the normal 
range of failures is in the neighborhood of 10 
to 15%. Two schools report failures of less 
than 5%; 16, from 5 to 9%; 15, from 10 to 
14%; 10, from 15 to 19%; 2, from 20 to 24%; 


The Accounting Exchange 


177 


5, from 25 to 29%; and 1, from 30 to 35%. 
Strangely enough the percentage of both A’s 
and failures seems to be above the general 
average of all courses, though comparable 
statistics for other courses are not available. 
Perhaps the nature of accounting is such 
that good students can get exceptionally 
high grades while those with little aptitude 
for the subject fail in large numbers. 


Textbooks 


An analysis of the textbook situation re- 
veals paradoxically enough that there is 
great diversity and at the same time a 
rather high degree of concentration. Thirty- 
two published texts have received sixty- 
five adoptions in fifty reporting schools or 
an average of two adoptions per text. 
Twenty-one of these books, however, or 
two-thirds of the total number had single 
adoptions only. By coincidence 21 schools 
were using their own published texts, though 
not the same 21 which received single adop- 
tions. Of the 11 texts used in more than one 
institution, 5 had 10, 8, 6, 5, and 3 adop- 
tions respectively and 6 had 2 adoptions 
each. Two other schools were using their 
own mimeographed material exclusively. It 
is almost the universal custom to use only a 
single text in the first year accounting 
course though out of 50 schools 6 use 2 
texts; 1 uses 3; 1, 4; and 1, 5 different books. 
If the reporting schools may be regarded as 
a representative sample, one conclusion can 
be safely drawn; namely, that very few 
teachers will achieve financial independence 
by writing elementary accounting texts! 
This conclusion is all the more obvious in 
view of the fact that, of the 30 schools 
using texts other than their own 15 are 
definitely small colleges. 

In the list of adoptions for first year ac- 
counting, it is rather surprising to find such 
books as one on cost accounting, another 
on the analysis of financial statements, an- 
other on advanced accounting, and one on 
budgeting. The use in first year accounting 
of books of this type, usually reserved for 
more advanced courses, gives some indica- 
tion of the diversity in content and objective 
to be found in different schools. At the other 
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extreme are a considerable number of strictly 
bookkeeping texts which are used chiefly in 
large freshman courses and in the smaller 
colleges. 


Objectives 


Though it is very difficult to formulate a 
satisfactory statement of objectives for a 
single course and even more difficult to re- 
duce a series of such statements to a statisti- 
cal basis, the replies to the several ques- 
tions dealing more or less directly with the 
objectives of the first-year course in ac- 
counting do reveal the typical attitudes of 
teachers of elementary accounting toward 
their subject. Unfortunately, there is a 
rather noticeable gap between stated ob- 
jectives and actual performance, if the 
final examinations submitted may be ac- 
cepted as fair criteria of current practice. 

According to the replies, there is much 
emphasis on the executive or managerial 
point of view and on preparation for ad- 
vanced courses, moderate emphasis on the 
needs of the investor or citizen who must 
read financial statements, and little em- 
phasis on the vocational, personal, and pro- 
fessional aspects of the subject. Whatever 
the accomplishment, the aim of almost all 
courses, apparently, is to emphasize “the 
uses of accounting information in business 
control” or “the responsibilities of account- 
ants to management.” The final examina- 
tions on the whole, however, produce a dif- 
ferent impression. They strongly suggest 
that the point of view of the bookkeeper, 
not of the executive, is still predominant. 
It is assumed perhaps that a student who 
prepares a financial statement will know 
what it means and how an executive might 
use it—a doubtful assumption at best. One 
may make journal entries for interest and 
depreciation, for example, without com- 
prehending the vital significance of these 
factors to management. Among the final 
examinations, it is rare to find a question 
which is really framed from the managerial 
viewpoint. Even ratio analysis of financial 
statements for investment or credit pur- 
poses seems to receive more attention than 
executive uses of accounting. Whether first- 
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year accounting should be taught from the 
managerial point of view or not is perhaps a 
debatable question, but that it is not so 
taught in most institutions must be regarded 
as an established fact. 

Proper content and appropriate objec- 
tives, however, cannot be determined without 
reference to the year in which account- 
ing is taught. A course designed for fresh- 
men would not be appropriate for upper 
classmen and vice versa. Table III shows 
the distribution of students by classes in 51 
institutions. 


Taste III. Distrreution or STUDENTS BY CLASSES IN 
51 ScHOoLs 


Number of Schools Reporting 


Per- 
centage 
Groups 


Gradu- 


Fresh- Sopho- tes 
Juniors Seniors oa 


Others 


None 

1- 10% 
ll- 20 
21-— 30 
31- 40 
41— 50 
51— 60 
61-— 70 
80 
81-— 90 
91-100 


Total No. 
of Schools 51 51 51 51 51 
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It is apparent from the table that freshmen 
predominate (constitute more than half of 
the total registration) in 15 schools, that 
sophomores predominate in 19, juniors in 
9, and graduates in one. In 7 schools no 
single class predominates though of the 
seven one is primarily freshman-sophormore, 
four are sophomore-junior combinations, 
and two consist chiefly of juniors and 
seniors. It is noteworthy that freshmen are 
excluded entirely in 27 schools or more than 
half of the total number. Two-thirds of the 
schools admit few, if any freshmen. 

The questionnaires, the textbooks used, 
and the final examination questions when 
considered together reveal three more oF 
less distinct levels of instruction correspond- 
ing roughly to the year in which accounting 
is given. Generally speaking, freshmen 
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courses consist largely of bookkeeping and 
business practice, useful preliminary train- 
ing for later courses in accounting and busi- 
ness organization and operation. Sophomore 
courses generally are somewhat more sub- 
stantial with some emphasis on the interpre- 
tative function. Junior, senior, and graduate 
courses, however, show a distinct advance 
over freshman and sophomore courses 
both in scope and in the thoroughness with 
which fundamental concepts are developed. 
One year’s work at the latter level ap- 
parently can be made very nearly equivalent 
to two years’ work at the lower levels. 
Which year is best for the elementary course 
in accounting can be determined only in the 
light of local conditions at each institution, 
but it does seem that a junior-senior course 
should be available for the large number of 
students who can take only one year’s 
work. If such students are compelled to 
take a freshman or even a sophomore 
course, the loss in effectiveness is likely to 
be marked. There is naturally no advantage 
in merely deferring to the junior year a 
course designed for freshmen. 

The emphasis on preparation for ad- 
vanced courses in accounting, though ap- 
propriate in particular institutions, hardly 
seems justified in a majority of first year 
courses. Out of 7,860 students registered 
during 1935-36 in first-year accounting in 
the 38 schools for which data are available, 
slightly more than 2,600 or about one-third 
presumably registered for an additional 
course in accounting. The tabulated replies 
from 51 schools are interesting. The nor- 
mal percentages of students who continue 
accounting beyond the first-year course 
were reported as follows: in 3 schools, 10- 
19%; in 10 schools, 20-29%; in 13 schools, 
30-39%; in 7 schools, 40-49%; in 6 schools, 
50-59%; in 2 schools, 60-69%; in 3 schools, 
70-79%; in 5 schools, 80-89%; and in 2 
schools, 90-100%. In colleges of commerce 
which give accounting in the freshman year 
the proportion of students who take further 
work is above the average, but in general 
two students out of three who complete the 
first course take one year or less of account- 
ing. 
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The large number of students who take 
only one accounting course raises a serious 
problem which has not been sufficiently con- 
sidered. If the 53 reporting institutions are 
turning out 15,000 students a year with just 
that dangerous knowledge of accounting 
which makes them regard it as a cut and 
dried subject, an exact science, if you 
please, or a technique which can be de- 
pended upon automatically to produce the 
correct net profit—if the colleges and uni- 
versities do this, they are responsible for 
propagating errors which are likely to be 
costly not only to the individuals concerned 
but to society as well. If college trained men 
believe, for instance, that the capitalization 
of corporation profits reported during periods 
of rising (or falling) prices offers a sound 
basis for judging stock prices, the influence 
of the educated portion of the community 
will be thrown on the side of economic in- 
stability and in favor of bigger booms and 
depressions. It would seem more important 
that a person with limited training in ac- 
counting should realize that profits are as 
much a function of arbitrarily chosen de- 
preciation policies and inventory valuation 
methods as of volume of trade and operating 
efficiency. It may well be that the placing 
of more emphasis on analysis and inter- 
pretation in the first year course is not con- 
sistent with proper preparation for advanced 
accounting, but if it is, the needs of the 
majority of students who take only the one 
course should have precedence over all 
others. It is, of course, desirable that stu- 
dents should learn to post from special 
journals and to operate a voucher system 
but it is vastly more important that all stu- 
dents, including those with only one year of 
accounting, should have some concept of the 
fundamental problems of valuation and in- 
come determination. Students who con- 
tinue in accounting can make up later any 
technical deficiencies in their preliminary 
training, but the student who does not con- 
tinue is likely to carry his misconceptions 
through life unless he suffers a rude awaken- 
ing at the bottom of some future business 
cycle. The majority opinion among the re- 
plies seemed to be that a single course in 
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accounting is satisfactory for all students, 
but it hardly seems that this can be true 
unless the course is given later than the 
freshman, and preferable later than the 
sophomore year. It is difficult if not impos- 
sible to include in freshman or even sopho- 
more courses an amount of analytical work 
sufficient for the needs of the student who 
takes only a single course in accounting. The 
task ahead of accounting teaching today is 
not primarily the training of professional ac- 
c.untants, important though that is; it is 
rather to teach the non-professional student 
to read accounting reports with intelligence. 
This task requires a fine sense of balance 
since the teacher must instil a healthy 
skepticism without destroying the students 
appreciation of the indispensable character 
of accounting information. 


CouGHENOUR JONES 


ACCOUNTING IN THE SMALL 
LIBERAL-ARTS COLLEGE 


A striking development has taken place in 
recent years in the growth and expansion of 
the commercial departments in the small 
liberal-arts colleges. As a result of this de- 
velopment many of these colleges have in- 
corporated business courses. It is the pur- 
pose of this paper to examine the nature of 
this development and to indicate the place 
of the accounting courses in the expansion 
of the business curriculum. Accounting in a 
liberal-arts curriculum has had considerable 
discussion in recent years by men interested 
primarily in the teaching of accounting. 
You will recall the articles by Professor 
Howard in the “Accountine Review” of 
June 1930 and of June 1936 and the articles 
by Professors Campbell and Hauslein in the 
“AccounTING Review” of June 1930. Pro- 
fessor Howard in his recent article in the 
“AccoUNTING Review” indicates how Ac- 
counting meets the objective of the liberal- 
arts curriculum, and he shows that Account- 
ing fulfills the requirements of a liberal edu- 
cational program in many of its basic needs. 

It will be of interest to notice the relation- 
ship between the stated purposes of the 
business departments in the liberal-arts 
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college and the aims and purposes of the 
liberal-arts college itself. One small liberal. 
arts college states that “The recognized 
purpose of a college of this type is to offer 
liberal, comprehensive training of four years, 
with as much specialization as the time will 
permit.” Another college expresses its pur- 
pose by stating, that “it seeks to lay a foun- 
dation for character and to prepare its stu- 
dents for general life, as well as to give a 
background for professional work in... 
commerce and other vocations.” A college 
on the West coast forcefully “‘insists that 
the best preparation for life includes not 
only the ample, generous and complete 
training of the college course—but also—a 
thorough and definite professional speciali- 
zation.” A few quotations from college 
bulletins concerning the general aim and 
purpose of the business departments in the 
schools will indicate how the business courses 
help to fulfill the general purpose of the 
liberal-arts college. One mid-west college 
explains the objective of its business course 
as intended “to train leaders for the great 
army of business people. Since the suc- 
cessful executive must begin at the bottom, 
students are given such training as will en- 
able them to make good in routine positions, 
but the chief effort is always directed toward 
the goal of leadership, and studies are se- 
lected and taught with that aim in view.” 
Other aims and purposes of the departments 
of business are: ““To develop business com- 
petence and to assist the student in practi- 
cally relating a sound moral code to modern 
business,” “To offer a type of education 
needed by the modern business executive— 
an education at once technical, liberal, and 
ethical.” One college remarks that “The 
students of business courses will be pre- 
pared to fit into the business world with 4 
readiness and with an understanding of 
problems quite impossible to those who 
have not received this preliminary training.” 
It is being recognized in a greater degree 
that the courses in Accounting and other 
business subjects meet the generally ac- 
cepted purposes of a liberal-arts curriculum. 

It is possible to discover the part that 
Accounting plays in the business curriculum 
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and in meeting the general requirements of 
the liberal-arts college by examining the 
offerings of small liberal-arts colleges and 
noting the relative emphasis placed upon 
Accounting courses in the curriculum. Upon 
examining the catalogues of 134 colleges 
with fewer than 1000 students enrolled in 
any one year, I found that 37, or 28% 
offered less than ten-semester-courses of 
study in business; 56 or 42%, offered from 
10-19 semester-courses; 27, or 20%, offered 
from 20-29 semester-courses of study; and 
14, or 10%, offered 30 semester-courses of 
study in business. Thus 90% of these col- 
leges examined offered fewer than 30 sem- 
ester-courses of study in business. The 
institutions investigated are widely distrib- 
uted throughout the United States, a total 
of 34 states being represented by the 134 
small colleges. This distribution of colleges 
should give a general survey of the curricula 
as they are found in this type of educational 
institution. One of the purposes of this 
study was to ascertain the courses which 
are offered when not more than 50 hours of 
credit can be offered in the field of business. 
By examining the courses which make up 
these curricula we can ascertain the relative 
importance of Accounting in these liberal 
arts colleges. 

In this group of colleges 27, or 20%, of 
the schools had less than 300 enrollment; 53, 
or 40%, had enrollments between 300-500; 
22, or 16%, between 500-700; and 32, or 
%%, between 700-1000. These enrollment 
figures show that 60% of the schools in- 
vestigated had less than 500 students, and 
77% had less than 700 enrolled. 

The purpose of the division of the schools 
into groups according to enrollment data 
and number of business courses offered was 
to make possible the examination of the 
place of Accounting in the curriculum with 
relation to the growth of the college in size 
and in business course offerings. This divi- 
sion also enables one to ascertain the num- 
ber and variety of courses offered as the 
schools enlarge either in enrollment or in the 

iness curriculum, and to determine the 
relative importance of the various courses 
as the curriculum expands. The division of 
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the schools into groups indicates, what 
would naturally be expected, that the small- 
er institutions in size of enrollment offer 
fewer courses in business. In the 27 schools 
of 300 or less enrollment, 14 offered 9 courses 
or less, while 11 offered from 10-19 courses, 
and 2 offered more than 19 courses. In the 
group of colleges with from 300-500 en- 
rollment, 17 of the 53 offered 9 or fewer 
courses, 21 offered from 10-19 courses, and 
12 offered from 20-29 courses. 

The group of schools offering from 10-19 
courses in business numbered 56 of a pos- 
sible 184 and predominated in each of the 
groups of enrollment except the group of 
smallest enrollment where it was a close 
second. This indicates that one may expect 
to find fewer than 20 courses offered in busi- 
ness subjects by the majority of the small 
colleges (about 70% of the group exam- 
ined). 

The next step is to discover the courses 
which constitute this group of “‘20 or less” 
and to determine the importance of Ac- 
counting courses therein. Upon determining 
the number of adoptions of various business 
courses in the 134 schools we find that the 
course in General Economics was the most 
widely adopted with 130 institutions offer- 
ing courses in that subject. The course in 
Banking ranked second with 120 adoptions; 
Accounting was third with 100 adoptions; 
while Labor was a close fourth with 99. 
Other subjects offered by more than one- 
half of the schools were: Corporations Fi- 
nance, 85; Business Law, 81; Economic 
History, 79; Public Finance, 78; Business 
Administration, 76; and Marketing, 70. 

From an analysis of the number of semes- 
ters offered in the various business subjects 
listed by the schools we find that Account- 
ing was offered to the extent of 8 semester- 
courses in a few instances and may be 
offered throughout the entire 8 semesters of 
the college course. Of the 100 schools of- 
fering Accounting courses, 19 offered only 
one semester of Accounting, 32 offered 2 
semesters, 12 offered 3 semesters, 18 of- 
fered 4, 6 offered 5, 7 offered 6, 4 offered 7, 
and 2 offered 8. The nearest approach to 
Accounting with 8 as the maximum number 
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of semesters offered, in any one subject was 
Economic History and Business Administra- 
tion with 5 semesters, each in only 1 instance. 
The courses in Accounting and General 
Economics were the only ones which had a 
larger number of schools offering 2 semesters 
than of schools offering 1 semester only. 

The relative importance of the courses as 
determined by the number of adoptions 
changes somewhat as one views the schools 
in groups either by size or by number of 
courses offered. The relative importance of 
the course in Accounting in the curricula 
increases as the number of business courses 
increases. It would seem that as the cur- 
riculum expands courses in Accounting play 
a relatively large part in that expansion. 
In order of importance as determined by 
the number of adoptions, Accounting was in 
4th place in the schools offering less than 10 
courses, but it advanced to 1st position in the 
group offering from 20-29 courses. In the 37 
schools offering fewer than 10 semester 
courses in business, 14 offered courses in Ac- 
counting. Of these 14 schools offering courses 
in Accounting 5 offered a 1 semester- 
course ofly, 7 offered 2 semester courses, 1 
offered 4, and 1 offered 5. Of the 56 schools 
offering from 10-19 semester-courses in 
business, 46 included Accounting in the cur- 
riculum. Of these 46 schools offering Ac- 
counting, 11 offered a 1 semester course in 
Accounting, 15 offered 2 semester-courses, 
4 offered 3, 8 offered 4, 4 offered 5, 2 offered 
6, and 2 offered 8. Of the 27 schools offering 
from 20-29 semester-courses in business, 
27 offered courses in Accounting. None of 
these schools limited its offerings to a 1 
semester course. Six offered 2 semester 
courses, 2 offered 3 semester courses, 12 of- 
fered 4, 2 offered 6, 3 offered 7, and 2 offered 
8. 

Another way for determining the place of 
Accounting in the curriculum is to examine 
the average number of semester-courses of- 
fered by the schools in the various size 
groups. The 14 schools offering Accounting, 
of the 37 schools in the group offering from 
0-9 semester-courses in business, provided 
on the average 2 semesters of Accounting. 
These 14 schools made the average for this 


entire group of 37 schools .75 semester- 
courses in Accounting. In the 56 schools of- 
fering from 10-19 semester-courses in busi- 
ness, the 46 schools offering Accounting pro- 
vided a total of 133 semester-courses for an 
average of 2.9 courses among them and 2.4 
courses for the entire group of 56 schools. 
The 27 schools offering 20-29 semester- 
courses in business offered a total of 115 
semesters of Accounting for an average of 
4.3 courses for each school in the group. 
Thus the offering in Accounting increased 
from .75 courses to 2.4 courses to 4.3 courses 
as averages for all schools in the increasing 
size groups, and from 2 to 2.9 to 4.3 as 
averages for the schools actually offering 
courses in Accounting in the increasing 
size groups. The only other courses offered 
to the extent of 2 semester-courses on the 
average, for the schools in any size group 
providing the courses in the curriculum, 
were Business Administration, Business 
Law, and General Economics; while the 
course in General Economics was the only 
one to average 2 semester-courses for the 
entire group and that was possible only in 
the 2 larger classification groups. For the 
entire group of schools the average number 
of semester-courses offered in Accounting 
was 2.3; while the average for those schools 
which included Accounting in the curriculum 
was 3.2. 

Some of the subjects which showed an 
advancement in relative position in number 
of adoptions as the curriculum expanded 
were: Accounting, which advanced from 4th 
position in schools offering fewer than 10 
semester-courses to Ist position in schools 
offering from 20-29 semester-courses; Busi- 
ness Law, advancing from 8th to 6th place; 
Marketing, from 12th to 4th place; and 
Salesmanship and Advertising, from 14th to 
llth place. It is conceivable that these 
courses will continue to advance and play 
an even greater part in the curricula of the 
future. It is recognized that some of these 
fields of study are comparatively new in the 
business curriculum and that they are play- 
ing a prominent part in current business 
problems and professional endeavors. It 
would appear from the above analysis that 
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courses are ordinarily adopted in the small 
colleges in the order of importance as dis- 
cussed above. This would give General 
Economics a first position as a basic course 
in the present small college curriculum. 
That economic subjects play a prominent 
part in the business curriculum in the small 
colleges is indicated by the fact that the 
course in Money and Banking follows Gen- 
eral Economics in the number of adoptions 
with a class in Labor taking 3rd place in 
those schools offering fewer than 30 semester 
courses. The fact that theoretical economic 
subjects hold five of the first seven places is 
indicative of the recognized value of these 
courses. 

In summary we may conclude that in the 
small liberal arts college, offering in a large 
percentage of the cases fewer than 30 sem- 
ester courses in business, the courses in Ac- 
counting are receiving greater attention. 
Approximately 80% of the group offering 
Accounting offered 4 semesters or less in 
that subject with either 2 or 4 semesters 
most popular. By examining the schools in 
groups according to the extent of course 
offerings we may conclude that as the cur- 
ticulum expands the courses in Accounting 
play a relatively large part in that expansion. 

T. R. Larmore 


Tue PLACE OF THE Business MANAGE- 
MENT COURSE IN THE CURRICULUM 


An attempt to assign the business manage- 
ment course its proper place in the commerce 
or economics curriculum gives rise to a great 
many interesting questions. For example, 
should the business management course be 
of an introductory nature to be followed by 
specialized courses in personnel manage- 
ment, factory management, market manage- 
ment, financial management, and the like, or 
should it be a review or correlating course 
to be taken after the student has had the 
specialized courses in management, or at 
least after he has had courses in marketing, 
finance, labor problems, and other general 
courses in economics? Should it exclude such 
large fields as personnel management, in- 
dustrial management, and market manage- 
ment on the assumption that the student 


will enroll in special courses in those fields, 
or should such material be included? If 
such material is excluded, what would the 
management course include? If the student 
takes special courses in marketing or cor- 
poration finance but not necessarily before 
taking the management course, what may 
be accomplished in the management course 
on the subject of sales management of 
financial management? Should the manage- 
ment course undertake the discussion of the 
choice of the form of ownership organiza- 
tion, or should the discussion of organiza- 
tion be confined to problems of operating 
organization? 

For the purpose of finding a possible 
answer to some of the questions just raised, 
the practices of a large number of universi- 
ties as indicated by their catalogues have 
been studied and compared. While many 
institutions do not offer work in the manage- 
ment field, the courses offered in some 
eighty colleges and universities have been 
compared. In many cases, no descriptions of 
courses are given, and the content of the 
courses can only be surmised from the titles. 
In other cases, the course descriptions leave 
much to be desired. Prerequisites are given 
in only a few cases, though they may 
actually be enforced in the consultation and 
advising with students. It is believed, how- 
ever, that the prevailing tendencies can be 
determined from the college announcements. 

Business Management as an Introductory 
Course: Of the eighty-one colleges and uni- 
versities who announcements were found to 
include management courses, twenty-six 
offer an introductory course in business ad- 
minstration, business organization and man- 
agement, or principles of business. This 
course usually includes all phases of business 
management and all departments of a 
business enterprise. Thus, at the University 
of Cincinnati, the course in business ad- 
minstration is described as a survey and 
orientation course which should be taken 
early in the program. The subjects dis- 
cussed include the “business manager’s 
responsibilities with problems of organi- 
zation, production, labor, finance, credit, 
marketing, personnel, purchasing, risk-bear- 
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ing, accounting, technique of business con- 
trol.” At the University of Nevada the survey 
course includes internal and external factors 
in management, business management and 
the business cycle, law and its relation to 
business management, in addition to the 
usual management subjects. At Fordham 
University, the first course includes in ad- 
dition to the management problems of an 
enterprise, a study of the types of business 
activity, as extractive, manufacture, com- 
mercial, financial, transportation and com- 
munication, and service, also business pro- 
motion and operation, and the selection of a 
location. Mississippi State College offers in- 
troduction to business as its first course, 
followed by courses in production manage- 
ment and business organization and man- 
agement. At Colorado College the first 
course, called introduction to business, is a 
discussion of general business principles and 
practices including “organization and man- 
agement, finance, production, marketing, 
research, and relation to general economic 
conditions.” At the University of North 
Carolina, the introductory course treats of 
the forms of business ownership organiza- 
tion but places the emphasis upon the func- 
tional activities of business, such as pro- 
duction, finance, etc. 

As for the place of the introductory course 
in the curriculum, the general course at 
Macalester College is open only to freshmen, 
while at the University of Nevada, at least 
sophomore standing is required for admis- 
sion. The University of Oklahoma requires 
as a prerequisite principles of economics and 
junior standing. The management course at 
Rutgers University is intended for the 
junior or senior year. In some cases, as at 
the University of Oregon, the beginning 
course, there called elements of organiza- 
tion and production, is merely listed as a 
lower division course. At Ohio Wesleyan, 
the first course, called elements of manage- 
ment, is a prerequisite to advanced work in 
management but no definite place in the 
program of the student is stated in the 
course announcement. This is the practice 
in many other universities.! 

Business Management as an Advanced 


Course: Business management as an ad- 
vanced course will necessarily differ from 
such a course given as an introduction to 
the subject. Since the student may have 
studied marketing, corporation finance, ac- 
counting, and possibly some management 
courses, the advanced course in management 
must stress those principles of organization 
and executive control which have not been 
adequately considered elsewhere, or it must 
serve in some way to build upon the special- 
ized courses. Nine of the eighty-one uni- 
versities give one or more advanced courses 
in management. 

The course at Drake University is “de- 
signed to codrdinate the work of other 
courses.” It treats of the “‘establishment of 
departments; functions and administration 
of departments; interrelations of depart- 
ments; planning and operating policies; re- 
lation of administration to the business 
cycle; budgetary control for executives.” 
The course at the University of California 
at Los Angeles also places the emphasis upon 
the “correlation of functions and activities 
of operating departments,” but in this course 
the case method is used. At Brigham Young 
University, courses in industrial manage- 
ment, personnel administration, and market- 
ing, are followed by the course in business 
management which treats of the business 
cycle and its relation to the policies and 
principles of business management. “Senior 
standing is a prerequisite in order to draw 
upon the entire college background of busi- 
ness training.” The general course in manage- 
ment at the University of Kentucky, which 
is called problems in management, places 
the emphasis upon factory management but 
attempts to “coordinate managerial aspects 
in their entirety.” Fundamental principles 
underlying efficient management, correct 
office procedure, economies gained through 


1 Other universities offering courses of an introduc- 
tory nature in business or business management in- 
clude the University of Akron, Boston University, the 
University of Denver, Duquesne University, Texas 
Christian University, the University of Toledo, Wash- 
ington and Lee University, the University of Southern 
California, Temple University, Syracuse University, 
New York University, the University of Nebraska, and 
Ohio University. 
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plant location and plant layout, the routing 
and storing of products, and standard oper- 
ating practices are among the topics dis- 
cussed, with approximately half of the 
semester devoted to reports prepared by 
members of the class. Boston University, 
which has a large number of courses in 
management, offers both an introductory 
and an advanced course. The advanced 
course, @& seminar, emphasizes effective 
working methods and systems, work of exec- 
utives, methods used in establishing and 
maintaining control, different types of 
management, and control methods used in 
different industries. A course covering some- 
what the same field is given at the Univer- 
sity of Chicago, entitled theory of business 
organization. This course is “‘a critical dis- 
cussion of the theory and practice of busi- 
hess organization, including an analysis of 
executive ability, departmentation, func- 
tional versus commodity bases of organiza- 
tion and centralization.” 

In all of these courses, it seems that the 
problems which are common to all of the 
departments of a business rather than the 
problems of any one department are dis- 
cussed. However, at Duquesne University, 
the student may enroll for an elementary 
course in business organization and manage- 
ment, labor administration, production man- 
agement, and then for a course in scientific 
management, covering the Taylor system as 
a group of mechanisms and their “‘applica- 
tion to general administration, merchandis- 
ing, selling, finance, and production.” Just 
how the advanced course differs from the 
courses which precede it is not entirely clear. 
The course in business management at St. 
Louis University is described as an advanced 
course, although it is followed in the cata- 
logue by a number of other courses in man- 
agement. 

General Course in Ownership Organization 
and Management: A number of universities 
offer a general course in management which 
isnot a prerequisite to advanced work in the 
field and which does not follow other courses 
it management. Such a course, which is 
usually offered along with corporation 

ce, accounting, and money and bank 
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ing, would include the management of per- 
sonnel, production, sales, and finance, and 
may also include statistics, budgeting, risk- 
bearing, plant location, and other topics. 
The selection of the form of business owner- 
ship organization, as partnership or corpora- 
tion, is also treated as a management prob- 
lem for discussion in the course. Courses of 
this kind can be given satisfactorily only in 
colleges which do not offer many other 
courses in business because of the over- 
lapping and duplication which would occur. 
Moreover, no topic can be treated in a thor- 
ough manner when so many topics are in- 
cluded in a single course unless more time 
than the usual three or five semester hours 
are devoted to it. Among the institutions 
offering a general course of this kind are 
Bethel College, Berea College, Morningside 
College, and Providence College. 

General Course in Operating Organization 
and Management: This course differs from 
the one just referred to in that the discussion 
of the partnership and the corporation is 
omitted and business organizaiion is con- 
sidered from the internal or operating point 
of view. When this course is offered, the 
study of the types of business enterprise is 
usually covered in a separate course, such 
as business ownership organization, business 
organization and control, or trust and cor- 
poration problems. Frequently the emphasis 
of the course is upon production manage- 
ment, but in many cases the description of 
the course indicates that all types of man- 
agement problems are considered. Thus, at 
Elmira College the course is described as a 
study of scientific business management, 
covering “the selection of a business, finan- 
cial problems, business organization, loca- 
tion of plant, physical facilities, planning 
and control of operations, uses of account- 
ing, standards of various kinds, wage sys- 
tems, industrial relations, and problems of 
buying and selling.’ 

2 Although one cannot always be sure from the 
description of the course just what the content is, the 
following institutions seem to be offering this t of 
course: American University, Bethany College, ‘Carle- 
ton College, Catholic University, Elmira Co! 
George Washington University, Knox College, Oberlin 


College, College of Puget Sound, University of Rich- 
mond, and University of Tampa. 
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If in these courses an attempt is made to 
discuss all of the departments of an enter- 
prise, it appears that too many topics are 
included. If the institution offers such 
courses as marketing, corporation finance, 
accounting, and business law, it seems that 
the wiser policy would be to omit from the 
management course any discussion of sales 
and market management, financial manage- 
ment, accounting or law, although course 
descriptions indicate that such topics are 
frequently included. 

Specialized Management Courses Only: Of 
the eighty-one institutions offering work in 
management and whose course announce- 
ments were studied, six offer personnel man- 
agement only,’ one (Antioch College) offers 
factory management only, and seven offer 
industrial management only.‘ In some of the 
institutions offering only industrial manage- 
ment or production management, the em- 
phasis of the course is said to be on personnel 
problems, but in other cases the course is 
so broad that it might properly be called 
business management. Sixteen universities 
were found to offer work in personnel ad- 
ministration and also one or more courses in 
industrial or production management.5 

Summary and Conclusions: The most 
common practice is to give an introductory 
course in management or business practices 
and this appears to be a logical arrangement, 
particularly if principles of economics is not 
required as a prerequisite, and provided the 
advanced courses are properly correlated to 
prevent too much over-lapping and duplica- 
tion with consequent waste of time of the 
student. Perhaps the general course in 


3 Adelphi College, Alabama Polytechnic Institute, 
Iowa State College, Oklahoma A. and M., University 
of Redlands, and Ripon College. 

* Allegheny College, Creighton University, Duke 
University (Industrial management and business fore- 
casting), Emory University, Gettysburg College (Psy- 
chology of business and industrial management), Uni- 
versity of New Mexico, and University of South 
Carolina). 

5 University of Alabama, University of Arkansas, 
Baylor University, Butler University, University of 
Colorado, University of Idaho, University of Iowa, 
Indiana University, University of Louisiana, Miami 
University, University of Minnesota, University of 
Missouri, Northwestern University, University of 
Pittsburgh, and Susquehanna University. 
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principles of economics or economic instity- 
tions would suffice as an introductory course 
to commerce and business administration 
courses. Certainly the student cannot ae- 
complish much in the field of management 
without a knowledge of economic instity- 
tions. Since the introductory course in man- 
agement is to be followed by advanced work 
in commerce, it necessarily must be taken 
early in the program of work. 

If an advanced course in management is 
offered with prerequisites of corporation 
finance, marketing, accounting, labor prob- 
lems, and production management, the 
course may well be confined to such general 
principles as departmentation, executive 
control, and general business policies not 
peculiar to any one department of the busi- 
ness. It may also serve to emphasize certain 
principles which are common to all of the 
departments. 

In a general course in business manage- 
ment or business organization which the 
student may take before or after he studies 
accounting, corporation finance, marketing, 
or personnel management, not much can be 
accomplished in the study of such specialized 
fields as financial management, market or 
sales management, credit management, or 
legal problems. Either the student does not 
have the necessary background for such 
study and discussion, or he has already 
studied the subject more thoroughly else- 
where. What may well be accomplished by 
such a course, it seems to the writer, is an 
introduction to the principles of depart- 
mentation, function versus line and staff 
and other types of business organization, 
and those management problems not dis- 
cussed in other specialized courses in the 
university. Such a course becomes a general 
course in business management with empha- 
sis upon the side of production management 
or personnel management. If the course is 
completed in one semester, it would seem 
to be unwise to introduce a discussion of the 
selection of the type of business enterprise, 
even though this may really be a manage- 
ment problem, since the partnership and the 
corporation are usually given some consider- 
ation in the beginning course in economics, 
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in accounting, in business law, and in other 
courses as well. 

If only one course in management can be 
offered, the choice between production man- 
agement, factory management, personnel 
management, and business management 
may depend upon the location of the uni- 
versity, the interests of the students, and 
the qualifications and interests of the teach- 
ing staff. However, the course in business 


management is broader than personnel man- 
agement or production management, and in 
such a course considerable attention may be 
devoted to personnel or production prob- 
lems as the local situation may require. It 
seems reasonable to believe that the inter- 
ests and needs of students enrolled at various 
colleges and universities are not sufficiently 
diverse to explain the great differences in 
the management courses offered. 
Ricuarp N. Owens 
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The Reserve Banks and the Money Market, Revised Edi- 
tion. W. Randolph Burgess. (New York: Harper & 
Bros., 1936, pp. xvii, 342. $3.00.) 


For those who know the first edition, published in 
1927, it is sufficient to say that Doctor Burgess has re- 
written the book, which now covers the history of the 
Federal Reserve System up to the spring of 1936. For 
those who have not read the earlier edition, it is not 
easy to give an adequate but brief statement of con- 
tents. Here are found the background of the Federal 
Reserve Banks in our banking history; the development 
of the Reserve Banks up to 1936; the functions of the 
Reserve Banks as to credit, currency and operations of 
our Government; the New York money market; the 
operations of the Reserve Banks in that market; the 
policy of the Reserve Banks in those operations; the 
methods and factors used in forming that policy; and 
the difficulties in reaching the correct policy as each 
situation develops. The book is clearly written and well 
illustrated by graphs and diagrams; it is also authorita- 
tive for Doctor Burgess is vice president of the Federal 
Reserve Bank of New York, and manager of the System 
Open Market Account. The book will be standard text 
for students of our banking system, and is to be recom- 
mended especially to those who have a part in forming 
new banking legislation. 

Chapter XVII is outstanding. It presents the main 
problems faced since 1919 by the money market policy 
of the Federal Reserve Banks, and it appraises candidly 
the wisdom of the action taken in the light of subse- 
quent developments. This has two desirable results: it 
points out the difficulty of forming the correct policy; 
and it suggests that the policy requires the judgment of 
experienced, well-informed bankers unhampered in their 
work for the best interests of the whole country. The 
author gives a brief, but fair statement of the much 
discussed ‘“‘deflation policy” of 1919-20 which cost 
Governor Harding his re-appointment, and remarks: 
“At later periods when vigorous Federal Reserve action 
was again necessary the political reaction of 1920 and 
1921 was a spectre in the background.” Quite so. This 
chapter also states briefly the development of the re- 
cent depression and the policy of the Federal Reserve 
in meeting each situation. 

Much of the discussion of Federal Reserve policy as 
to the money market is based on what we call “normal” 
conditions, when the Federal Reserve is in control of 
money rates. The author shows that Federal Reserve 
influence on money rates has been small for the last 
three years, because the banks have been out of debt to 
the Reserve Banks and have instead carried heavy ex- 
cess reserve, while gold has continued to flow into this 
country. Besides, the Government policy has been for 
low money rates, and every bank of issue adjusts its 
policy to suit the policy of the government in power 
during war or severe depression. 

When, as, and if the Federal Reserve Banks regain 
their independence of action, this study of its relation 
to the money market will again be fundamental to an 
understanding of our banking picture. 


The business of banking is in debt to Doctor Burgess 
for this book. 
W. GRANVILLE MEapER 
Industrial Trust Company 
Providence, Rhode Island 


Facing the Tax Problem. (New York, Twentieth Century 
Fund, Inc., 1937, pp. xxii, 591. $3.00.) 


On April 20, the day before the publication date of 
this study, President Roosevelt contributed to its time 
liness with his relief message to Congress in which he 
announced that an altered fiscal situation had made it 
necessary to present revised estimates of receipts and 
expenditures. He noted a decline in tax receipts below 
previous expectations, and recommended it be offset by 
a reduction in expenditures already authorized, the 
liquidation of the assets of certain emergency agencies, 
the extension of existing taxes expiring this year, and 
the maintenance of appropriations made at the current 
session of Congress within the total of the budget esti- 
mates. Congress was reminded of the connection be 
tween what the government could afford and what 
government activities should be continued or begun, 
and was urged to resist the pressure of groups seeking 
to increase government expenditures unless it provided 
the necessary revenues to meet consequent increased 
costs of government. 

This public presentation of the errors of the Treasury 
experts in estimating the revenue obtainable from the 
federal tax system, if it be a system, would have 
sufficed to interest the general reading public in this 
publication prepared under the auspices of the Com- 
mittee on Taxation of the Twentieth Century Fund, 
as it dramatized the organic connection between gov- 
ernmental income and expenditure. But the President 
went further in preparing the way for the reception of 
this two year survey by a staff of tax experts under the 
direction of Carl Shoup by including the following para- 
graph in his concluding statements: 


It has become apparent that there is an immediate 
need for a careful survey of the present tax structure. 
The Treasury will be prepared by November next to 
present to the appropriate committees of the Congress 
information as to such loopholes as may exist in the 
present revenue laws, and suggestions for such new or 
additional taxes as may necessary to meet 
ciencies, if any, in the revenue-producing power of the 
present levies. This will permit these committees to 
study such information and suggestions for the purpose 
of proposing early in the next session of the Congress 
legislation necessary to remedy defects in the present 
tax laws. 


In Facing the Tax Problem, which is sub-titled 4 
Survey of Taxation in the United States, there are pre 
sented the results of a study of perhaps wider scope 
than that suggested by the President. It goes beyond a 
examination of the federal tax system to those of the 
states and local taxing authorities, and thus represents 
an attempt to view the tax problem in its entirety, wr 
limited by the jurisdictional considerations which have 
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tended to give an air of unreality to more partial studies. 
In this and other ways, such as relegating the heavier 
footnotes to the rear of the volume and stressing those 
aspects of taxation which are of primary interest to 
the taxpayer, this book succeeds in meeting the needs 
of the general reader as distinguished from the tax 


The work consists of four books. The first three 
represent the work of the research staff, while the last 
is a report of the Committee on Taxation of the 
Twentieth Century Fund which proposes a program of 
action to deal with the problems disclosed in the first 
three books. A work which thus combines the research 
and findings of specialists under the direction of a tax 
authority like Professor Shoup of Columbia with the 
recommendations of important figures in law and busi- 
ness represented on the Committee should have an 
appeal to a wide variety of readers. This latter Com- 
mittee included the following: Thomas I. Parkinson, 
president of the Equitable Life Assurance Society; 
Francis Biddle, former chairman of the National Labor 
Relations Board; Henry S. Dennison, president of the 
Dennison Manufacturing Company; Editor Peter 
Molyneaux of The Texas Weekly; Eustace Seligman of 
Sullivan and Cromwell; and Professors Robert Murray 
Haig and Roswell Magill of Columbia University. 

Book One, entitled Background, introduces the gen- 
eral problem of tax reform with a catalogue of com- 
plaints about the tax system and an enumeration and 
description of the several taxes comprising the American 
tax picture as of January 1, 1937. This picture is then 
given three dimensions, if not four, by a sketch of 
federal-state-local tax relations, a brief history of 
changes since 1914, and suggested criteria for testing or 
judging a tax system. This last is laudable in view of 
the barren quality of complaints about taxation in the 
absence of articulated views concerning the purposes of 
taxation. These the authors view as primarily two: 
(1) to raise revenue, and (2) to control production, 
distribution, or consumption. These are broken down 
into several “secondary aims,” including tax justice, 
degree of revenue stability, ease of administration, tax 
consciousness, and intergovernmental codrdination. 
Book Two is an analysis of the whole tax system in the 
light of these primary and secondary aims or criteria. 
This approach is well adapted for maintaining general 
readability. 

Book Three contains the general conclusions of the 
Director of the Research Staff, Dr. Shoup, and the 
Associate Directors, Professors Roy Blough and Mabel 
Newcomer, together with their specific recommenda- 
tions on the several taxes, including tariffs, and also 
concerning postal rates, administration, and inter- 
governmental relations. Book Four, as has been noted, 
contains the report of the lay Committee on Taxation 
It should also be noted that some of the basic memo- 
tanda contributed by certain members of the research 
staff are scheduled for early publication in a companion 
volume, Studies in Current Tax Problems. 

The collaborators have presented estimates of gov- 
ernmental expenditures to 1940, varying with several 
sets of assumptions. Of one thing they are certain: that 
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government expenditures and taxes will not drop to pre- 
depression levels. Also they wisely refrain from being 
dogmatic about the probable yields from the social 
security taxes and from the taxation of corporate “‘sur- 
plus” or undistributed profits by the Revenue Act of 
1936. Methods of avoiding this tax are numerous, and 
include the possible deliberate diminishing of annual 
taxable income by increases in corporate expenditures 
for wages, advertising, and other investments in “good 
will.” The authors place their estimates of total govern- 
mental expenditures in 1987 between $17,000,000,000 
and $18,000,000,000, which total they believe will 
fluctuate between $16,000,000,000 and $18,000,000,000 
through 1940. After estimating revenues for the same 
period, they conclude that “the budget can be balanced 
if some of the more obvious revenue possibilities are 
employed” and that “little reason exists for saying that 
new federal taxes will inevitably be necessary in the 
next few years if the budget is to be balanced” (p. 128). 
They add, however, that the answer depends upon the 
trend of business conditions, and that if an effort is to be 
made to reduce the debt, even by only half the increase 
since 1930, “additional taxation will be necessary unless 
a prolonged period of great prosperity ensues’ (p. 128). 

The discussion of the non-revenue aspects of taxa- 
tion includes brief consideration of promotion of specific 
industries by such devices as the protective tariff, con- 
trol of business organization and practices, distribution 
of wealth, and other appropriate topics. It seems to the 
present writer that, in spite of the difficulties involved 
in analyzing or forecasting the effects of such taxes as 
the tariff and the undistributed corporate earnings tax 
of the 1936 legislation, the discussion here offered is 
overly formal. Thus, the authors conclude that “the 
tariff apparently has facilitated the growth of combina- 
tions and the imposition of high prices, by excluding the 
foreign competition that might have kept prices at a 
competitive level” (p. 143). Is it not altogether possi- 
ble that unrestricted foreign competition would have as 
effectively induced combination in the interest of econ- 
omy of production and distribution in certain lines? A 
similar neglect of the implications of individual business 
judgment is apparent in the greatment of the undis- 
tributed earnings tax, which gives the chief emphasis 
to those companies so closely held as to present a 
unique situation in regard to dividend policy. 

It would probably, however, be impossible for any 
one privately-financed research agency to obtain ade- 
quate information on the control aspects of taxation; 
and such criticism as is offered does not minimize the 
distinct contribution of the Commonwealth Fund in 
pulling together in one volume the variety of considera- 
tions relevant to judging a tax system. In fact, this book 
illustrates the value of cooperative research, and points 
to the necessity for more of it; and it provides sugges- 
tive criteria for use in the organization of such research. 
Reasonably objective standards of good tax adminis- 
tration, for instance, would eventually improve the 
economy of tax collection, particularly in the case of 
self-assessed taxes like those on income. Here, as the 
authors point out, the cooperation of the taxpayer is of 
first importance; and tactful handling of complaints or 
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questions would eliminate much avoidance, if not 
evasion, by eliminating a sense of unfair treatment. It 
should be of great interest to taxpayers that more 
needed revenue can be got for the same outlay of ad- 
ministrative costs if administrators were trained in the 
fundamentals of public relations. The chapter on inter- 
governmental coordination also emphasizes the im- 
portance of sound administration in order to reconcile 
centralization, in the interest of equity and efficiency, 
with decentralization, in the interests of local responsi- 
bility. 

The general conclusions of the director and assistant 
directors of research draw on the information presented 
in the preceding background and analysis, but also go 
outside it. Ample justification for this is found in the 
stated proposition that any suggested adjustment of 
the tax system necessarily involves a choice of aims, 
and a forecast of results, upon which reasonable men 
may differ. The writers expressly reject the proposition 
that specialists in taxation “are qualified to design a 
tax system that can be proved to be the best possible 
one” (p. 392). 

Without attempting an outline of these conclusions 
and recommendations, a few may be mentioned of 
particular interest to the accounting profession. The 
directors of research feel that the existing tax system is 
too heavily weighted against risky types of enterprise, 
with federal and state income taxation claiming a good 
share of the winnings without permitting taxpayers to 
offset their losses against taxable income from other 
sources. ‘““Lengthening the accounting period by means 
of carry-over or averaging provisions would eliminate 
some of the weighting against these enterprises” (p. 
394). The authors stress the need for further study of 
the use of taxation for social control lest more or less 
than is desired will be accomplished by the adoption of 
unsound technical suggestions by tax experts. 

While regretting the hasty passage of the undistrib- 
uted profits tax, the economic effects of which are 
seen to warrant more careful study, the research direc- 
tors do not believe this reason is sufficient to dictate 
immediate repeal. They view it as “a promising method, 
under present constitutional limitations, of integrating 
the corporation and individual income taxes” which 
‘deserves careful study and a fair trial” (p. 398). How- 
ever, they do not believe that forcing payments to 
stockholders is of proven benefit when materially be- 
yond the offsetting of the individual income tax pres- 
sure, and suggest the use of the taxable stock dividend 
to make “the distribution of corporate assets” unneces- 
sary (p. 399). They are clear, however, that “the failure 
of the undistributed profits tax to take account of 
business-loss years and of capital losses in excess of 
capital gains endangers the financial soundness of cor- 
porations” (p. 399). They recommend the act be 
amended to offset losses against the incomes of follow- 
ing years, and capital losses against other income. 
They also recommend an exemption of 10% to give 
corporations some leeway. 

The directors do not believe the data on cost of tax 
administration reveal unduly high costs, and even sug- 
gest an increase in net revenue can be obtained by 
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spending more on tax collection to reach small taxpayers 
especially in income and sales taxation. On the major 
administrative problem of federal-state-local relations, 
they conclude that “no one who believes in a consider. 
able degree of democracy and decentralization can 
reasonably ask for a tax system with no overlapping, 
no conflicts, no administrative duplication, and no 
multiple taxation” (p. 428). A specific suggestion is 
made, however, that a small committee with ample re- 
sources be appointed by the federal government to 
study federal-state-local coordination and formulate a 
comprehensive plan. 

Finally, certain recommendations of the Committee 
of Taxation, whose report constitutes the last chapter, 
are of particular interest. In general, its conclusions are 
the same as those of the directors of the research staff 
of the survey; but it selects for special and more detailed 
treatment the following: (1) federal-state-local tax re- 
lations, (2) personal income taxation, (3) sales taxation, 
(4) the undistributed profits tax, (5) taxation of capital 
gains, (6) the excess profits tax, (7) social security taxes, 
(8) estate and gift taxes, and (9) the chain store taxes, 

Among the recommendations is one that the base of 
the federal personal income tax be broadened and its 
weight on existing taxpayers slightly increased by low- 
ering exemptions from $1,000 to $500 for single persons, 
$2,500 to $1,000 for a married couple, and from $400 
to $200 for each dependent. It is estimated that the 
number of taxable returns would thereby be increased 
from the $1,800,000 figure of 1934 to 8 or 9 million. Tax 
liability for the low income groups should then be re- 
duced in other directions, e.g., tariff duties, sales and 
property taxes, and “possibly the social security payroll 
taxes” (p. 455). 

Roughly one-third of the Committee’s report is de- 
voted to a discussion of the undistributed profits tax of 
the Revenue Act of 1936 (pp. 463-484). It recommends 
the repeal of that tax as it now stands, characterizing 
it as “‘a compromise that fails to achieve any of its ob- 
jectives, except in some degree the economic aims.” In 
its place the Committee would substitute a requirement 
that individuals “value their shareholdings each year 
and enter the plus or minus difference for the year in 
their personal income tax returns, provided the prac- 
tical difficulties of administration can be overcome” 
(p. 477). In the case of stock sold during any year, the 
seller would report the realized capital gain or loss 
“represented by the difference between the reported 
value at the end of the previous year (or the purchase 
price, if the stock was bought during the same year) and 
the selling price” (p. 478). The Committee favors 4 
constitutional amendment to overcome any legal dif- 
ficulties in taxing capital gains on an accrual basis. 
Meanwhile, as an essential step toward tax equality, 
the Committee recommends the abolition of the cor- 
poration normal income tax, excess profits tax, and capi- 
tal stock tax, except perhaps a retention thereof at a 
low rate as a benefit tax for the privilege of doing busi- 
ness. They point to the exemption of individual pro- 
prietors and partnerships from such taxation as an in- 
stance of tax inequality; and, also in the interests of 
equality, they recommend legislation placing stock- 
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holders on a basis of justice in relation to other owners 
in the taxation of all kinds of capital gains. 

In conclusion, this book is recommended to those 
desiring a readable and non-technical presentation, from 
several points of view, of the important phase of gov- 
emment relations to business and the general public 
represented by the tax problem as a whole. 

J. Harotp De Nixe 

Harvard Graduate School of 

Business Administration 


Determination of Confusion in Trade-Mark Conflict 
Cases. Neil H. Borden. (Boston: Harvard University, 
Graduate School of Business Administration, Bul- 
letin No. 16, 1936, pp. vi, 34. $1.) 


Although the evidence prepared by Professor Borden 
in the case of John B. Stetson Company v. Stephen L. 
Stetson Company, Limited, et al., was excluded by the 
court for legal reasons, the evidence affords excellent 
material for a bulletin on the methods and reliability 
of psychological studies for determining the extent of 
the confusion by the public that may be caused by 
similar trade-marks. 

The bulletin summarizes the findings of various in- 
vestigations relating to the psychology of trade-marks. 
It reports in detail a series of specific tests conducted 
at the instance of the plaintiff in the above case. It 
recites the reasoning of the court in excluding the evi- 
dence of the tests and in refusing to accept the expert 
testimony of Professor Borden. It then proceeds to ex- 
amine the present state of the art of such psychological 
testing and reaches the conclusion that such evidence 
would be of real value in helping the courts arrive at 
sound decisions in trade-mark conflict cases. 

The bulletin does not reach any conclusion new in 
the field; neither does it describe any untried psycho- 
logical or statistical method. But there is presented in 
laymen’s language and in a straightforward interesting 
manner an explanation of the procedure of making 
psychology tests for measuring the confusion of trade- 
marks for similar products. Although in this instance 
the case was decided in favor of the plaintiff, who is the 
well known and long established maker of Stetson hats, 
there can be no doubt that expert and impartially con- 
ducted psychological tests would be helpful in reaching 
sound judicial decisions in more border line cases. This 
fact has already been established by Dr. Daniel Starch 
and others who through psychological tests have shown 
a remarkable lack of agreement in respect to trade- 
name confusion as determined by the courts and as de- 
termined by scientific psychological tests. 

The author finds statistically that the confusion 
among consumers in respect to the two trade-marks is 
approximately 62%. He does not, however, evaluate 
the importance of this amount of confusion. The ques- 
tion may be raised as to the minimum amount of con- 
fusion that should exist before the courts are justified 
in protecting the public against the deception of con- 
fusing trade-marks. 

The bulletin should be read by all who are interested 
in the legal aspects of trade-marks. It is one more step 
in building a case for the acceptance by the courts of 
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psychological tests in determining the confusion of the 
public which is caused by similarity in trade-marks. 
E. H. 
University of Michigan 


The Theory and Practice of Central Banking. Henry P. 
Willis. (New York: Harper & Bros., 1936, pp. viii, 


This isa study of central banking with special ref- 
erence to American experience from 1913 to 1935, and 
Dr. Willis explains in the preface that it is the third part 
of a study of the Federal Reserve system begun in 1915. 
The general attitude of the author towards his subject 
is revealed by allusion to “...one of the great eco- 
nomic disappointments of the past twenty years,” 
namely the failure of the system to develop into a type 
of organization more fully in harmony with the prac- 
tice and theory of central banking as developed else- 
where. Elsewhere is rather vague, but seems to mean 
England. 

The first six chapters develop Part I, “Organization 
and Development,” and one of these chapters considers 
“The Theory of Central Bank Credit” in the course of 
which it is said that, “We must . . . reject the idea that 
the central bank, by enlarging the supply of credit rep- 
resentatives available, can change the level of prices.” 
It is also made clear that the entire treatise postulates 
the continuance of the capitalistic system and the ef- 
fectiveness of competition. At any rate, little considera- 
tion is given to the kind of competition that has evolved 
in the years since central banking principles were first 
worked out and this fact is among those which weaken 
the position of the author and his firm opposition to a 
rational conception of the quantity theory of money 
and the possibilities, or even the necessity, of manage- 
ment of money. Dr. Willis, in responding to these views, 
asserts that “... events have thus far by no means 
demonstrated the necessity or probability of any such 
change” (p. 44). It is admitted that economic change, 
even if temporary, has worked some change in central 
banking and “... it will be a long time before the 
central banking returns to its original duty...” (p. 
50). It is pointed out that there has been a cleavage 
between two radically different and opposed schools, 
“* ... one holding that the central bank has the func- 
tion of government management; the other, that it is a 
form of banking whose duty is to head the older banking 
system of the capitalistic economy—a type toward 
which it must eventually, if gradually, be restored.” 
His own position is of course with the latter school for 
he resists “ . . . the gravest financial danger of the time, 
the basic challenge to central banking,” i.e., the habit 
“... of scoffing at the desirability of self-conversion, 
regarding it as a mere piece of academic scholasticism.” 

As a matter of fact the position of Dr. Willis amounts 
to this—there is on the one hand the socialistic tendency 
of central banking with banking powers passing more 
and more into the hands of the Federal Treasury. On 
the other, there is the kind of central] banking practiced 
up to 1929, i.e., dominance of the Federal reserve sys- 
tem by blind and short-sighted capitalists who do lip 
service to capitalism while undermining it, if need be, 
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in order to line their own pockets. Dr. Willis is strongly 
opposed to both and he would have the Federal reserve 
steer a middle course, avoiding both as equally fatal to 
sound principles. Here he is, theoretically on strong 
ground, and any evidence of resentment, even bitter- 
ness, that creeps into the context of his book, may be ex- 
plained in terms of his keen disappointment because the 
middle course has not been followed. Mingled with his 
resentment, there is an optimistic hope that the middle 
course will be resumed, but this is not based upon a 
sufficiently firm grasp of the existing conditions and 
their persistence with the resulting apparent necessity 
of going with one objectionable tendency or the other. 

Aside from the general philosophy of the author and 
its weakness or strength, there is much in this book that 
is both enlightening and convincing. Now and then 
keen and sometimes startling observations are made. 
Thus, it is said of the correspondent banking system, 
“It has proved stronger than the Federal Reserve sys- 
tem....” This is a subject which most writers evade. 
Indeed, the entire chapter on “Origins of Central Bank- 
ing in the United States” is exceptionally effective. It is 
also brought out that the Federal Reserve system 
“ definitely made provision for the investment as- 
signment of the part of the fluid funds” of the country, 
when it reduced the required reserves. Indeed, one of 
the functions of the Reserve banks is to maintain 
equilibrium between the two classes of demand for 
resources (p. 80). Again, “‘...the Federal Reserve 
Act unhesitatingly accepted the conception of an ‘asset 
eurrency,’ thereby breaking with the conception written 
into the Banking Act of 1844.” But, it is explained that 
“...the most disappointing feature of the act... 
(was) the almost immediate determination to render it 
(the banking principle) practically a ‘dead letter’ 
through ...interpretations....” Moreover, the 
Board defeated the plain intent of the Act to do away 
with Reserve cities, out of consideration for the larger 
bankers of the country (p. 92), and the correspondent 
banking system survived and flourished, to the great 
injury of the Federal reserve system. Everything con- 
sidered, “...the effort to develop a self-governing 
management of finance in the United States became 
less and less successful as time passed; ....” In these 
words one can find the real source of Dr. Willis’ resent- 
ment with the trend of events and they mark him as a 
man with profound faith in democracy and American 
institutions as they were and hopefully may be again. 

Part II devotes Chapters VII to XX to “Problems 
of Domestic Operation.” Here it is said that “... re- 
discounting has from the first proved only an incidental 
and unimportant part of the activity of Federal Reserve 
banks...” and changes in rates usually had no effect 
upon the volume of rediscounting. The subject is ex- 
panded into a discussion of the departure from sound 
conceptions of liquidity and its consequences. Thus, 
there has been no “... consistent discount policy at 
Reserve banks,” because there has been no sound 
theory of rate policies nor any conception of one. As a 
consequence ours continues to be a system of invest- 
ment or stock market banking (p. 157). Dr. Willis re- 
jects absolutely the views of that growing school which 
holds that the requirements of sound banking are suf- 
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ficiently adhered to, if bank assets are promptly sale. 
able without apparent prospects of depreciation. An- 
tagonism to this view runs through the entire treatise 
and he is at pains to show its fallacies and its conse 
quences, including the responsibility of the central 
bank for the stability of the investment market (p, 
169). This tendency has led the Federal Reserve system 
more and more towards the German conception of 
banking and away from the principles of its authors, 
Thus, it came about that more and more bank credit 
found its way into investment and speculation until the 
final collapse in 1933. Indeed, analysis of the open 
market operations of the system indicate a marked 
tendency to accept the implications of market-ability 
as a substitute for liquidity and the responsibility for 
stability as well. 

The upshot of the failure of open market operations 
was the collapse in 1933, the suspension of specie pay- 
ments and the transference to the Treasury, by the 
Act of 1984, froni the Federal Reserve system of the 
essential banking: function of custody and control of 
the gold reserves. It is not said, but it is implied, that 
the background of this transfer is the thought that 
more effective control over prices can be had in that 
way and that more effective control is not to be 
achieved through the Federal Reserve system alone. 

The last six chapters make up Part III, “Interna- 
tional Relationships.” Among these chapters, the most 
outstanding is entitled ““Lhe Future of Central Bank- 
ing.” Here Dr. Willis refers to the need of a new con- 
ception of central banking in harmony with “...a 
new phase of capitalistic activity ...” which has ar- 
rived and the necessity for a social point of view. But 
this point of view makes no place for reorganization of 
economic society by credit manipulation, for such reor- 
ganization is likely to be designed to achieve the ob- 
jects of politicians rather than the interests of society. 
In the end all such efforts will fail and central banking 
will be forced back to first principles, the provision of 
pure credit currency. 

Taken as a whole the volume is impressive. It is 
the work of the one person in academic life who knows 
most about the Federal Reserve system, both by con- 
tact and experience. When allowance is made for the 
preconceptions of the author and the explanations 
thereof, his views savor less of prejudice and more of 
firm conviction and devotion to intellectual honesty. 
The one drawback of the volume, is its failure to give 
adequate consideration to the changes in economic 
forces and institutions which have reacted upon the 
Federal Reserve system. These have not been suffi- 
ciently appraised and one finishes the volume with 
some misgivings as to the soundness of the very prem- 
ises upon which Dr. Willis makes his able, penetrating 
and critical analysis of central banking, American style. 

E. A. Kincarp 

University of Virginia 


Introduction to Corporation Finance. John C. Baker and 
Deane W. Mallott. (New York: McGraw-Hill Book 
Company, Inc., 1986, pp. xxii, 382. $3.00.) 

The title of this book is somewhat misleading, since 
it is not an introduction to corporation finance along 
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the lines that such a title ordinarily implies. It is true 
that certain principles are introduced, but it is by means 
of the case system. Part I includes six cases under the 
title, “The Corporation.” Some of these are actual legal 
cases and others are business cases. Part II, “Financial 
Instruments and Capital Structure” is developed by 
means of six cases relating to capital structures of dif- 
ferent types of corporations. Part III presents seven 
cases under the title, ‘““Procuring Funds for a Corpora- 
tion.” “Management of Working Capital” is then 
presented by means of eleven cases and there follows 
Part V on the “Management of a Corporation’s Capi- 
talization” with nine cases. Part VI deals with “Valua- 
tion and Combination” in nine cases, Part VII con- 
siders ““Recapitalization and Reorganization” in six 
cases, while the final section, Part VIII, bears upon 
“Financial Institutions” in five cases. The volume con- 
cludes with userul appendices, selected references, an 
index and an alphabetical list of problems. 

At the conclusion of each case there are a few ques- 
tions bearing upon that particular case and at the con- 
clusion of each section or part there are questions bear- 
ing upon the subject matter of that part; moreover, 
each part is introduced by a brief statement of general 
principles which form a sort of background for the cases 
that follow. It should be apparent that the book is ex- 
ceptionally well organized. The cases have been well 
selected to bring out the principles involved. Many of 
them are taken from actual financial and corporation 
history of recent years. With a few exceptions one could 
take no exception to the selection of case material. The 
questions at the conclusion of the cases are not always 
satisfactory. Generally they are broad and general and 
tend to be somewhat too much so for the undergraduate 
mind, For use in an undergraduate course these ques- 
tions need to be broken down into more detailed and 
specific parts of the main question. 

But when everything is considered the authors have 
done about all that could be done to make the book suc- 
cessful in use. However, the question remains, have 
they done enough? Should cases be used in undergrad- 
uate or in graduate work, for that matter, until the 
student has had a thorough training in the principles of 
the subject by means of textbook assignments, lectures 
and quizzes? These cases are no substitute for such a 
background and cannot be easily made so. However, 
after one or two quarters of textbook and lecture 
work in which the student is made familiar with fun- 
damental principles, legal, economic and accounting, 
and with technical terms and instruments, the cases 
can be used along with assigned readings, lectures and 
discussions. By using the cases alone the student will 
hever acquire a firmly organized grasp of economic 
fundamentals and this also holds for the legal and ac- 
counting principles involved. Indeed, experience with 
cases more and more justifies the opinion that the use 
of the case system alone develops technical experts 
without broad, sound, fundamental training. 

Moreover the successful use of cases requires a sort 
of teaching ability that is quite different from the lec- 
ture method. For undergraduates lectures, text assign- 
ments and cases must be used together. Hence the in- 
structor must be able to use all three successfully. This 
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is often asking more than can be realized. On the whole, 
for good results in undergraduate work, there should be 
lectures, by the professor in charge, and quizzes on text 
assignments. But these may be supplemented by the 
use of cases under the supervision of an assistant, pro- 
vided the assistant is skillful in the use of cases. If the 
use of both lectures and text assignments along with 
cases, cannot be satisfactorily worked out, then the 
cases should be abandoned, for no undergraduate will 
grasp the social significance of corporation finance 
merely by the use of cases and no undergraduate should 
be permitted to take any course without definite ex- 
posure to the social significance of the subject. Corpora- 
tion finance is intimately a part of capitalism. Indeed, 
it is at the very heart of capitalism for good or evil. 
Mere facility in the technique of corporate finance may 
be a means of making a living, but it is not likely to 
contribute much to an understanding of the forces that 
are at work from the inside to undermine capitalism in 
the house of its alleged friends. Without this back- 
ground it were better that a student never study cor- 
poration finance. The case system in the hands of a 
socially-minded instructor might make up for this de- 
ficiency in the case system per se, but not otherwise. 

Messrs. Baker and Malott have developed a case 
book suitable for undergraduate use, the first with 
which this reviewer has had contact. It is far superior 
to a problem book and equally superior to the general 
run of case books designed for graduate school use 
primarily. It will serve a highly useful purpose in the 
hands of an instructor who has the background and the 
skill to use it. Otherwise it will be only a means to the 
graduation of trained but uneducated men. 

E. A. Kincarp 
University of Virginia 


Financial Audits. D. L. Trouant. (New York: American 
Institute Publishing Company, Inc., 1937, pp. viii, 
This book may be regarded as a successor to “Fi- 

nancial Examinations” by F. W. Thornton. What Mr. 
Thornton’s book was to the pamphlet published by the 
Federal Reserve Board and entitled “Verification of 
Financial Statements,” Mr. Trouant’s is to the pam- 
phlet published by the American Institute of Account- 
ants and entitled “Examination of Financial Statements 
by Independent Public Accountants.” Mr. Thornton’s 
book had the advantage of being published in pocket- 
size, whereas Mr. Trouant’s work contains nearly as 
many pages of ordinary book size. 

Chapter I on the Character and Scope of the Ex- 
amination, Chapter II on Preliminary and General 
Considerations, Chapter XVII on Working Papers, 
Chapter XVIII on Consolidated Statements, and Chap- 
ter XIX on Financial Statements and Accountant’s 
Report appear to be particularly excellent additions to 
accounting literature. They contain much information 
of a practical nature that an author could write only 
after years of public accounting experience. One chapter 
deals with auditing of Profit and Loss and the remaining 
chapters deal with auditing the accounts of the balance 
sheet. These chapters are all good, but in the endeavor 
to keep the book within a reasonable compass, the 
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author has had to be dogmatic at many points, rather 
than to give a full discussion of the pros and cons lead- 
ing to the conclusion reached. This very limitation, 
however, may be an advantage of the book if it is used 
as a text for consideration in classes, since the students 
could be assigned the task of thinking out the reasons 
for the conclusions. In fact the book would probably 
prove to be an excellent textbook for the typical audit- 
ing course in our American schools of business. To the 
practitioner it should prove to be an invaluable refer- 
ence work serving to remind him from time to time of 
important matters to be considered in his work which 
might otherwise be overlooked. 
Artur W. Hanson 
Harvard Graduate School 


of Business Administration 


La Profession d’Expert-Comptable aur Etats-Unis. Dr. 

A. Perren. (Neuchatel et Paris: Editions Delachaux 

& Niestle S. A., 1936, pp. 120.) 

This book was written by a Frenchman who had 
visited in this country for some time. Its five parts are: 

1. Historical Notes 

@. C. P. A. Laws 

8. Professional Associations 

4. New Fields of Activity 

5. Problems and Tendencies of Today 
The book is dedicated to professional societies of ac- 
countants in those countries lacking legislation in the 
hope that useful suggestions for proposed legislation 
may be found therein. Its first part traces accounting 
and professional societies from antiquity to the present 
day. Next the difficulties arising from the fact that we 
are a nation of 48 different states each with its own laws 
are discussed. The third part deals with the history of 
professional organizations in the United States. Fol- 
lowing this is a treatment of the enlarged scope of 
activity of the public accountant today as compared 
with just a few years ago. In the last section Dr. Perren 
considers the public accountant’s educational back- 
ground and practical training, the changes taking place 
in accounting firms, and the danger encountered when 
the accountant overbroadens the scope of his functions. 

Since this book is written in French of only ordinary 
difficulty, it would make an excellent textbook for 
American business schools. It would serve to afford 
practice for the students in using the French language 
and the subject-matter would be interesting, particu- 
larly to accounting students. Public accountants might 
occasionally disagree somewhat with the author’s con- 
clusions, but they would find the book instructive, and 
it would give them a good opportunity to brush up on 
their French. 

Artuur W. Hanson 
Harvard Graduate School 
of Business Administration 


The Recovery Problem in the United States. (Washington, 
D.C.: the Brookings Institution, 1937, pp. xiv, 709. 
$4.00.) 

“The Recovery Problem” is related in many ways 
to the preceding series of four volumes, and, especially, 
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to “America’s Capacity to Produce.” In- some cases 
these four volumes are drawn upon as source material 
and the manner of approach is similar. This fifth volume 
is a logical outcome of the others, bringing together for 
contrast and comparison the many conflicting aims and 
policies of business and government. Part I is designed 
..to place the American depression in its world 
setting.” Part IT treats separate phases of our economic 
system, wages, prices of consumption and capital goods, 
government finance, and foreign trade, to determine 
how these divisions of our economic system have been 
influenced by the depression. This section is mainly 
devoted to detailing factual information. Part ITI is an 
attempt “...to relate the study as a whole to the 
immediate economic situation with a view to suggesting 
modifications of governmental and business policy 
which might prove helpful in promoting further re- 
covery.” 

Part I starts with the maladjustments arising out of 
the World War, and treats of three specific difficulties: 
the disturbance of international equilibriums, the de- 
struction of fiscal and financial stability in many coun- 
tries, and new territorial alignments with resulting 
changes in national policies. This section is sketched 
briefly but clearly. The course of the world depression, 
and the relation of the United States to the other lead- 
ing countries of the world, is traced following 1929. 
No attempt has been made to assign specific causes of 
the depression “ . . . for the analysis . . . indicates that 
the depression was the outgrowth, not of some one single 
disturbing element but of a number of factors.” How- 
ever, the severe break occurring in 1931 is attributed to 
. the huge volume of international indebtedness.” 
An estimate is given of international debts, as of 1930, 
of 60 billions of dollars with an attendant movement of 
funds on interest account of approximately three billions 
of dollars annually. 

The results of the international crisis of 1931 are 
related to the United States as shown in commodity 
prices in 1982 and 1933, with the banking collapse, de- 
cline in security prices, and the flight from the dollar 
driving the economic system of the United States to the 
lowest point of the depression. 

The recovery movement is traced from 1932, again 
for the principal countries of the world. The movement 
started in 1931 in some countries, particularly in the 
United Kingdom, in 1932 in countries such as Germany, 
France and the United States, and not until 1933 for 
a substantial number of nations. “It may be said that 
by the end of 1933 the recovery movement was prac 
tically universal, except that a number of countries, 
mainly those which remained on the gold standard, 
suffered a slight recession in the last quarter of the 
year.” Much of the ground lost during the depression 
had been regained by 1935. In that year world produc 
tion of foodstuffs was one per cent above the 1929 
level; “... production of industrial raw materials 
stood at 92% of the 1929 total; while manufacturing 
activity had risen to 96% of the 1929 level.” How- 
ever, population had increased by approximately five 
per cent, and the comparisons with 1929 need to be 
modfied to this extent. 
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The 1929-1933 crisis is the first crisis in which 
governments have, generally, attempted to stimulate 
recovery. Chapter V gives a concise review of the princi- 
pal methods adopted abroad to check the course of the 
depression. No definite conclusions have been reached 
in this chapter as to the proper methods to follow. The 
methods have been, in many cases, contradictory in 
nature, and the conclusions of the writers are that it is 
not possible to prove at this time whether recovery has 
been impeded or promoted by governmental activity, 
and that it is not possible to measure the relative merits 
of specific types of recovery efforts. The available evi- 
dence has not demonstrated any correlation between 
the degree of recovery in the various countries and the 
extent to which government funds were used to pro- 
mote recovery. 

Part II is in the main a statistical study of important 
divisions of economic activity in the United States. 
The study starts with a consideration of the labor force, 
its makeup in 1929, and the extent to which this force 
had changed by 1936. Some interesting statistics are 
given for the total labor force. On April 1, 1930, there 
were 48.8 million persons reported as gainful workers. 
By July 1, 1936 the labor force is estimated to have in- 
creased by 4 millions. This increase is at a higher rate 
than that for the population as a whole which indicates 
an important secular change in the make-up of the 
population. It would seem that “.. . the gain in popu- 
lation was confined to the ages from which most of the 
gainful workers are drawn.”’ In spite of the increase in 
number of available workers, it is possible that the force 
as a whole is less effective than in 1930. The authors 
point out that in the six and one-half years following 
January, 1930, some ten million experienced workers 
have dropped from the effective working personnel of 
the nation while the additions to the working force 
have as yet had little opportunity of acquiring skill and 
experience. To some extent this loss of skills is “... 
offset by a relative decrease in demand for skilled work- 
ers which has been brought about by changes in tech- 
nology.” 

When the number of salaried workers and wage 
earners is estimated on a basis of full-time employment, 
the discrepancy between employment in 1929 and 1932 
is greater than when merely stated in terms of workers. 
In 1929 there were 37 million workers, salaried and 
wage-earners, but when restated in terms of full-time 
employment this number was the equivalent of 34.3 
million workers. By 1932 the full-time equivalent of 
workers had declined to 23.9 millions while the number 
available had increased to approximately 39.3 millions. 
And in 1933 the full-time equivalent was no higher than 
in 1982. In 1935 the full-time equivalent of unemploy- 
ment was approximately 14 million and “ . . . some 23 
per cent of the nation’s labor force remains unutilized 
in the fall of 1936.” 

The question of technological unemployment is dis- 
cussed in Chapter VII. The fact is emphasized that such 
unemployment has resulted in certain lines of manu- 
facturing activity where the application of power 
machinery is most feasible. Consequently, the point is 
made that only a small part of the working popula- 
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tion, in 1929 less than 25%, is likely to be immediately 
affected. Agriculture, self-employed people in manu- 
facturing, and many other classes are not included on 
the grounds that they are “... not as susceptible to 
technological displacement as are factory operatives.” 

The improvement since 1932 in production is in- 
dicated by the fact that in the middle of 1936 output 
was approximately 13% below that of 1929. When 
changes in population are considered, the 1936 output 
appears to have been 25-30% below the 1929 level. 

An interesting statistical study of the durable goods 
industries has been included. The purpose of this study 
is to establish “ . . . the general magnitude of the pro- 
duction that would be required in the next five years to 
equip the nation with a supply of durable goods... 
commensurate with that of 1929.” The estimates, rough 
as they admittedly are, indicate a shortage at the end 
of 1936 of 25-30 billions of dollars. 

The amount of accumulated deficiencies in the dur- 
able goods industries, combined with the unemploy- 
ment figures, is used to indicate the possibility of re- 
employment. The “... income of 1936 in terms of 
products appears to be not more than 87% of that 
of 1929.” When the increase in population is con- 
sidered, this drops to approximately 82%. This short- 
age in production, combined with the accumulated 
shortage in durable goods, would more than absorb the 
existing unemployed. 

The material given above indicates the methods 
followed in Part II. Various other studies are included, 
such as the problem of wage readjustments during the 
depression, the question of shortening hours as a method 
of absorbing the unemployed, changes in the price 
structure, trends in governmental finance, readjust- 
ment of private debts, interest rates, international 
trade and monetary relations. The material in this 
section covers all of the important parts of our economic 
system. Some of this material is similar to the fourth 
volume of the Brookings series, which deals with in- 
come and economic progress. The material is presented 
here merely as evidence and without attempts at for- 
mulating opinions of what should be done. 

The last section, Part III, attempts to relate the 
material in the first two sections, “...to the im- 
mediate economic situation with a view to suggesting 
modifications of governmental and business policy 
which might prove helpful in promoting further re- 
covery.” This section mainly summarizes the material 
in the preceding parts. The summary is helpful, but 
this section adds little to the value of the volume. The 
statistical studies are interesting in themselves, rather 
than for the conclusions drawn from them. The writers 
have frequently injected warnings as to the roughness 
of the statistical data and have based conclusions on 
the minimum approximations. In spite of this there is a 
tendency to use the statistical results as if they are 
much more exact than the writers state them to be. 

Much of the material has been presented before in 
scattered publications; many of the statistica] series 
are from the League of Nations publications, many are 
from the Census or from reworkings of the Census fig- 
ures, and a large amount of new estimates and interpo- 
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lations have been developed. “The Recovery Problem 
in the United States” is an excellent factual summary, 
based on the best available statistical information. 


Frank P. Surra 
The University of Rochester 


Le Priz de Revient: Comptabilité Appliquée a l Industrie. 
René Delaporte. (Paris: Société francaise d’éditions 
littéraires et techniques, 1935, pp. 217. 25 francs.) 


The author of this book is the editor of the review, 
La France Comptable, and one of the leading accountants 
in France. The present volume has been preceded by 
numerous books and articles which have made M. Dela- 
porte well known in the accounting circles of French- 
speaking countries. Some of his theories have given rise 
to much discussion, but, whether one agrees or not, 
they always command attention and are thought- 
provoking. 

In the first chapters of his new book, M. Delaporte 
emphasizes how important it is for a manufacturer to 
have an exact knowledge of the cost of production 
(priz de revient) and shows that this information can 
only be obtained by a well-organized system of cost- 
accounting. This plea for the adoption of accurate and 
complete records is not out of place, as cost accounting 
is far from being common in French industry, especially 
in enterprises of average size. 

The succeeding chapters are virtually a rough out- 
line of the governing principles of cost-accounting. 
Various rules are also given for the proper appropria- 
tion of fixed charges. The author is quite right in as- 
suming that there is no rule applicable to every case 
and that common sense is required to determine which 
rule should be followed in a particular instance. 

M. Delaporte claims that interest charges, not only 
on borrowed but also on invested capital should be 
included in cost. This topic has been much debated and 
is still unsettled. However, the opinion prevails that 
financial charges cannot be considered as an element of 


M. Delaporte is well acquainted with the practices 
in use in this country. For the American reader, this 
book is chiefly valuable as an indication of the progress 
which is being made abroad in the field of cost-account- 
ing. 

RayMonD Dr Roover 

Cambridge, Mass. 


The Banking System of Great Britain, France, Germany 
and the United States, 2nd Revised Edition. Kenneth 
Mackenzie. (London: Macmillan Company, 1935, 
pp. xxi, 269. $1.25.) 


The first sixteen chapters of this little volume are 
devoted to the banking system of England, Ireland and 
Scotland. The treatment is rather unique in that much 
is said about banking in these countries which will not 
be found elsewhere and much is omitted, especially 
with reference to banking theory. The rise of English 
joint stock banks is accounted for by the amendment 
of the Bank of England charter in 1826, removing the 
restriction on the number of partners in a bank of issue. 
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There is a bit of valuable information in the chapter on 
“The Savings Bank” where it is explained that The 
Agricultural Credits Act of 1928 permits a farmer to 
create a charge in favor of a lending bank, either floating 
or fixed, upon live stock, machinery and crops. The 
charge has the same effect as though it had “ . . . been 
created by a duly registered debenture issued by 
company,” and it does not prevent the farmer from 
selling the property covered by the charge, provided 
the farmer accounts to the bank for the proceeds. There 
are several interesting short chapters on Scottish bank- 
ing and it is brought out that four of the eight Scottish 
banks are affiliated with English banks. 

Five chapters are devoted to the French banking 
system, but the material relating to the Bank of France 
is already out of date particularly with respect to its 
administration. Five chapters set forth the rudiments 
of the German system as it was when the chapters were 
written. Thus, the Reichsbank is spoken of as inde- 
pendent of state control. The remaining chapters, 
XXVII to XXXVI, inclusive, relate to the banking 
institutions and practices of the United States. It is 
interesting to note the remark that “ . . . personnel of 
American banks, members of the staff are not chosen 
or trained in accordance with the custom among Eng- 
lish banks,” nor, he might have added, in accordance 
with any other custom or standard. Doubtless this is 
rather difficult for an Englishman to understand or for 
any other foreigner, for that matter. The author is 
kindly disposed for he observes that the Federal reserve 
system is devoid of responsibility for the latest crisis. 
It is interesting to note the hope of the author that com- 
mercial bills will become more common in England, 
since they are more liquid in form than a bank over- 
draft. It is not brought out that preference of American 
banks for slow local loans at high interest has defeated 
every effort to build up the use of trade bills here. 

It is a great misfortune that there is no readily avail- 
able nor adequate text for the study of foreign banking 
systems in American universities. Willis and Beckhart 
did a great service when they published their “Foreign 
Banking Systems,” but it is now out of date and it 
contains much material which is not essential nor even 
desirable for use. What is needed is a text like the one 
under review as to scope, i.e., confined to the leading 
countries, but one which is much more fully developed 
with respect to historical background and banking 
theory. Until such a text is developed courses in banking 
must proceed in a halting manner so far as foreign 
banking systems are concerned, for there is no adequate 
material available for most universities in periodi 
literature. The very dearth of good material makes 8 
place for a text like the one under consideration. With 
careful revision and elaboration this book could be 
made highly valuable to university students, for the 
practical point of view of its author needs blending 
with the theoretical considerations of a student of 
economics. 

E. A. 

University of Virginia 
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British Corporation Finance, 1775-1850. G. H. Evans, 
Jr. (Baltimore: Johns Hopkins Press, 1986, pp. 208. 
$2.25.) 

The Development of the Business Corporation in England, 
1800-1867. Bishop Carleton Hunt. (Cambridge: 
Harvard University Press, 1936, pp. xii, 182. $2.50.) 
Dr. Evans explains that, “The first half of the study 

treats briefly several aspects of the corporation move- 

ment of the late eighteenth and early nineteenth cen- 


turies...,” while the second half considers “ . . . the 
ideas and conditions which produced the preference 
share... ,” together with its evolution into something 


like the modern preferred stock. While the whole of 
the volume is of vital significance to students of cor- 
poration finance, certain chapters stand out. This is 
true of the chapter on “Early Emergency Finance” in 
which attention is called to the absence of a date of 
maturity in early mortgage forms (p. 47). “In cases of 
default the promissory note holders, mortgagees, and 
annuitants were generally to rank equally;....” In 
the chapter, “‘Alternatives to Preference Shares,” it is 
brought out that hard-pressed companies considered 
“...the reissue of shares which had been forfeited 
for non-payment of calls... .” 

There follows an excellent study of “.. . the atti- 
tude of Parliament and the conditions which provoked 
the use of preference shares... .” They were issued 
“... purely because it was a necessary inducement for 
investors” (p. 87) and many companies used them in 
connection with readjustment of financial structure. 
Parliamentary sanction of the preference dividend was 
sought because “‘ ... preference shares were regarded 
at first as in the nature of a loan” (p. 96) and it is made 
evident that shareholder opposition to preference 
shares was not uncommon. The problem of making 
them attractive had to be faced and in “... most of 
the early issues... there was a definite attempt to 
assure payment of the promised dividend” (p. 112). 
Various devices were resorted to, including the practice 
of ranking preferred stock with or ahead of debt. But, 
“...by 1839, the preference share-holder had... 
lost the right to rank ahead of or on a par with the 
creditor... .” The right to pay preference dividends 
out of capital was a much mooted question, settled by 
Parliament in 1845, when it was enacted that no divi- 
dend could be declared which would reduce the capital 
stock of a company, without the consent of mortgagees 
and creditors (p. 120). As early as 1826 there was resort 
to cumulative dividends as a means of reassuring the 
ivestor and it was settled by court decision, in 1857. 
that preference shares were cumulative unless there 
Was provision to the contrary. In the course of time pref- 
erence shares gained a footing with investors. In the 
years following from about 1800, when the preference 

was found useful in financing canal companies, to 
1850, when more than a hundred railway preference 
shares had been marketed, the preference share was 
gradually perfected. With company borrowing limited 
to one-third of share capital, preference shares became 
the only alternative, for ordinary shares could not be 
sold, at least not by companies in distress for want of 
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capital. The interesting material in the text is supple- 
mented by equally interesting material in the appendix 
and the two together make this volume of distinct value 
to all students of corporation finance. 

Dr. Hunt’s excellent study is really the story of the 
long and bitter struggle in England for freedom of 
incorporation and for limited liability of shareholders. 
The use of the corporate form was handicapped by the 
famous Bubble Act of 1720, enacted following an orgy 
of speculation. For “ .. . upwards of a hundred years 
industry was deprived of capital . . .”” because of this 
legislation (p. 9). The idea that a company was “... 
synonymous, or at least co-extensive, with monopoly 
persisted well into the nineteenth century.” Meanwhile 
there grew up, between the common-law partnership 
and the corporation, the new quasi-corporate company. 
As it grew pressure for removal of doubts as to its legal 
status grew apace until finally, in 1825, the Bubble Act 
was repealed (p. 41). In all the litigation that revolved 
around the new growth, “In no case was it ever actu- 
ally decided that an unincorporated joint-stock com- 
pany was illegal at common law,” and, by 1825, the 
joint-stock company had come to play an important 
part in the organization of England’s economic life 
(p. 54). 

It became the darling of the company promoter and 
in spite of all opposition joint-stock enterprise, cor- 
porate, quasi-corporate or unincorporate, advanced 
steadily from 1930 to 1844 into the older avenues of 
trade and industry. Thus it came about, in 1844, that 
Parliament drew the first legislative distinction between 
a joint-stock company and the ordinary partnership 
(p. 89). However, limited liability did not in fact be- 
come a general right until 1855. The Act of 1844 marked 
an epoch in the history of English company law for it 
gave the joint-stock company a statutable position and 
initiated the policy of publicity. But, since limited 
liability had not yet become legal, “. . . there is more 
than scattered evidence ... of varied efforts to con- 
tract out of unlimited liability.” In time it became a 
question of public policy as to whether the enactment 
of limited liability would not be necessary as a measure 
of social amelioration. Finally, in 1856, limited liability 
companies were authorized and in 1858 the privilege 
was extended to joint-stock banks. 

At this point the author discusses the growth of the 
profession of public accounting and auditing as a factor 
in creating confidence in joint-stock companies (p. 
140). This growth continued until, in 1900, the appoint- 
ment of auditors became compulsory for all companies. 
There was also a growth with reference to the content 
of the prospectus, finally resulting in the Act of 1867, 
which “... marks the beginning of statutory defini- 
tion of the contents of the prospectus” (p. 156). Thus 
after more than a century of struggle against deeply 
rooted prejudice and widespread misconception, and 
having weathered the storm of the sixties, freedom of 
incorporation was a definitely accomplished fact. Full 
documentation and tables add to the value of this 
highly interesting treatise and it is to be hoped that 
both volumes will find their way into the hands of all 
those who seek background for the problems relating 
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to the modern corporation. If so, they will find there 
much material upon which to reflect, many doubts 
which were justified and many more which were not. 
E. A. Kincaip 
University of Viginia 


Money and Banking. J. 1. Bogen, M. B. Foster, M 
Nadler, and R. Rodgers. (New York: Prentice-Hall’ 
Inc., 1936. pp. xiv, 704. $5.00.) 


It is the opinion of the authors that “The first re- 
quirement of a text is that it present clearly the funda- 
mentals of the subject. The next, and equally important, 
requirement is that it impress these fundamentals, by 
historical and current practical illustrations. ... It is 
to be hoped that these requirements have been met.” 
It may be said that they have and also that the book 
does not suffer lack of coordination because of the mul- 
tiplicity of authors. 

In the first three chapters the elements of money are 
clearly presented by Mr. Foster. However, this reviewer 
cannot accept the statement that the Act of 1873 con- 
stituted a formal adoption of the gold standard (p. 59) 
because he takes the view that that step was reserved 
for the Act of 1900. It would seem more accurate to 
say that the Act of 1873 was an informal adoption of the 
gold standard. The remainder of the text is for the most 
part devoted to banking and its first four chapters are 
the work of Mr. Raymond Rodgers. He traces the evolu- 
tion of banking institutions, the organizing of a bank 
and its internal mechanism, all in a thoroughly satis- 
factory way designed to supply the student with much 
needed background. Incidentally, it is interesting to 
learn that Salmon P. Chase was “.. . a distinguished 
New York Banker ... ” (p. 119). 

The next series of chapters, VIII-X, are contributed 
by Mr. Foster. Two of them present an excellent analy- 
sis of banking transactions and the third considers 
“Loan and Discounts,” but the relation of the later to 
the other sections of a bank’s portfolio is not brought 
out. Then comes a rather inadequate treatment of 
“Credit Department” by Mr. Raymond, followed by a 
chapter on “Bank Investments” by Mr. Bogen. The 
latter has the defect that it is not sufficiently related to 
the other sections of a bank’s portfolio to make it clear 
that bank management must include a clear-cut con- 
ception of the relation of primary reserves, secondary 
reserves, loans and discounts, investments and other 
assets to each other. 

Mr. Foster adds a good chapter on “Bank Notes and 
Deposits,” followed by a chapter on “Bank Operations” 
by Mr. Raymond, in which a number of matters are 
explained that, unfortunately, do not ordinarily find 
their way into textbooks. The discussion of “Interbank 
Relations” by Mr. Bogen is followed by one on “Bank 
Examinations, Audits, and Reports” by Mr. Raymond. 
The latter points out, with reference to examinations, 
“...that the present situation is intolerable... .” 
Chapters XVII to XXI, by Mr. Nadler, take up the 
Federal Reserve System and foreign banking systems. 
The chapters on the former are particularly good, con- 
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sidering the brevity of the treatment. As for the latter 
there are a number of interesting statements, in the 
course of a good but brief treatment. Thus attention is 
called to the fact that almost all important German 
banks, after the War, “... organized an affiliate in 
Holland, acquired an interest in existing banks, or 
participated in the establishment of new banks jn 
Amsterdam” (p. 484). The chapter on the Canadian 
Banking System is particularly acceptable because of 
the information it gives concerning the new Bank of 
Canada. Mr. Nadler contributes a chapter on “Foreign 
Exchange” and on “Financing Foreign Trade,” with 
valuable material such as a classification of present-day 
currencies and other recent developments in foreign 
exchange, 

At this point Mr. Raymond contributes a chapter 
on “Financing the Consumer” which contains some in- 
accurate statements regarding loans by Morris Plan 
banks (p. 560), and then Mr. Bogen supplies a chapter 
on “Savings Banking” in which it is made clear that 
“trustees of mutual savings institutions usually 
may enjoy some advantage from their position” (p. 
580). He follows this with a discussion of “Urban and 
Farm Mortgage Banking” which clarifies the organiza- 
tion of Federal agencies. Then comes a chapter by Mr. 
Raymond on “Fiduciary Services of Banks and Trust 
Companies” and one on “Investment Banking” by 
Mr. Bogen. Both are well done, considering the inten- 
tion of the authors to write a text for a beginning course 
in Money and Banking. “Money, Credit and Prices,” 
by Mr. Nadler is as satisfactory as a brief treatment 
could be and the final chapter, “Banking Trends” by 
Mr. Bogen contains a number of striking passages. 
Thus, in reference to our financing of the war, it is re- 
marked that “...the banking system of the United 
States began its transformation from a commercial to 
a bond investment system.” Again, it is said that “... 
Federal deposit insurance makes branch banking no 
longer an urgent matter, because the individual unit 
bank is safeguarded against failure. ...” Certainly, 
this remains to be established. On the whole it is an 
excellent summary of trends. 

The text has certain distinct merits arising from the 
fact that the authors are in clove contact with the prac- 
tical operations of the New York money market. The 
book profits much from their practical experience, but 
it would have profited more if the treatment of subjects 
concerning which they evidently have a specialized 
knowledge had been expanded. Generally speaking the 
treatment successfully balances theory and practice, 
historical and current aspects and all in a good clear 
style. One of the most valuable features of the text is 
the questions and problems inserted at the conclusion 
of each chapter along with a brief bibliography. The 
qualities of the text are such that it should work very 
well in a course where assignments can be made to 
textual and other material relating to money, for it is 
essentially a text on banking rather than money. 


E. A. Kincaip 


University of Virginia 
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The Behavior of Money. James W. Angell. (New York: 
McGraw-Hill Book Company, 1936, pp. xiv, 207. 
$3.00.) 

The author feels that “ . . . our actual knowledge of 
the facts about money supply, about how it behaves 
under various conditions, and more particularly about 
why it behaves as it does, is remarkably limited in a 
number of important directions.” And this volume is 
an effort to increase the supply of facts. As a prelimi- 
nary to this work Dr. Angell defines money for his own 
purposes in three categories, towit: “total money,” 
“circulating money” and “active money.” The first is 
currency in circulation outside bank: and the Treasury, 
the second is that part of “‘total money” which consists 
roughly of outside currency plus net deposits subject 
to check and the third consists of money which is spent 
in one customary income-expenditure period. 

He then passes to a series of studies of which the 
first is “The Relation Between Currency, Bank De- 
posits, and other Major Economic Factors.” Dr. Angell 
finds the common assumption that the ratio between 
the quantity of currency in circulation and the quantity 
of bank deposits remains fairly constant over a period 
of time untenable, with respect to American experience 
during the last forty years. Indeed, “...a steadily 
diminishing proportion of our total supply of media of 
exchange has consisted of currency, a steadily increas- 
ing proportion of deposits.” He finds that the move- 
ments of currency and deposits are not very closely 
related to one another statistically, and that their 
movements are certainly neither equivalent in degree 
nor always even synchronous (p. 34). As for time fac- 
tors, Dr. Angell concludes that “Any general monetary 
theory, or any plan of monetary control, which involves 
the premise that the currency-deposit ratio is substan- 
tially constant in either short periods or long is to that 
extent running counter to the apparent facts.”” Moreover 
he finds it highly significant that “ . . . outside currency 
and circulating deposits alike tend to move with or 
after, but apparently never before, the several broad 
indices of production, trade and the like. ...” How- 
ever, “The conclusion cannot be fairly drawn . . . that 
the quantity of money is a purely passive factor in 
business activity.” 

The author then takes up “Some Regional Compari- 
sons and Interregional Relations.” Here he finds that 
“... the several (reserve) districts have shifted very 
substantially in importance since the war.” Most of 
the other districts lost ground, from 1928 to 1929 to 
New York and Chicago. In his opinion, “ . . . the most 
striking result of this chapter . . . is the demonstration 
... that the country is neither characteristically homo- 
geneous in its reactions to broad banking movements, 
nor characteristically heterogeneous.” 

The third study relates to “The Exchange Velocity 
of Bank Deposits.” Here the author is concerned with 
deposits subject to check, with duplicating items re- 
moved. The results of this investigation are set forth 
in eight distinct findings among which certain ones 
stand out. Thus, it appears that the exchange-velocity 
indices show heavily marked seasonal fluctuations. 


Again, “...at no point after 1924 did velocity re- 
semble the movement of retail transactions.” But, more 
important, Dr. Angell finds that deposit-exchange ve- 
locity as a whole reflects, “...the resultant of the 
actions and reactions of a complex group of factors 
which are really limited only by the boundaries of the 
national economic life.” Even more significant is his 
conclusion that “...exchange velocity appears to 
move with or after other important factors, not before 
them.” This chapter is of outstanding importance to 
all students of credit control. 

The next study is entitled “The Circular Velocity 
of Money and Other Factors.” Dr. Angell begins by 
admitting the significance of the circular movements of 
money. Indeed, “...the concept is fundamental to 
an understanding of the monetary and exchanges pro- 
cesses of society. ...” But it is pointed out that the 
flow of money is not necessarily circular with respect 
to the great majority of transactions, generally referred 
to as financial (p. 182). In examining the relation of 
the national income to circular velocity Dr. Angell 
finds it impossible “ . . . to deduce . . . either that the 
national income ‘determines’ the size of the money 
stock or that the size of the money stock determines the 
size of and fluctuations of the national income” (p. 147). 
However, he is disposed to feel that “ ... the general 
numerical size of circular velocity and the character of 
its trend are to be explained primarily in terms of gen- 
eral monetary and payment habits of the country ....” 

“A Review and Some Inferences” and the appen- 
dices conclude this outstanding work. As for the former, 
in addition to what has been said, it is explained that 
the instability of the currency-deposit ratio was due to 
the fact that its two components, currency and deposits, 
are themselves proximately “governed” by, or at least 
are statistically most closely related to, quite different 
sets of factors. Further study of these leads to a lack 
of confidence “... that deliberately induced changes 
in the quantity of bank deposits or of currency will 
produce desirable and reasonably prompt effects upon 
the general volume of economic activity” (p. 159). Nor 
is he able to conclude that “ . . . deliberately enforced 
increases in the quantity of money will produce a sound 
and lasting recovery.” But, “... if the ultimate ob- 
jective of policy is to induce a greater degree of stability 
in national and individual money incomes . . . then the 
most effective procedure is to stabilize the quantity of 
money itself.”” It is also concluded that any general 
monetary theory which places its chief stress on “the” 
interest rate and on the effects of changes therein is 
likely to be seriously defective, because it is likely to 
disregard large areas of known and significant objective 
phenomena (p. 164). Finally, the author is unable to 
find conclusive evidence of the existence of “...a 
clearly defined and closely knit system of monetary 
and general economic relations, with clearly defined and 
reasonably uniform sequences or orders of change.” He 
does not admit that such a system does not exist and 
feels that additional data and further analysis may 
reveal it. 

Undoubtedly, this is one of the most valuable and 
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important of the recent studies of money which have 
been made. In the first place it throws light into dark 
places, in the second it reveals yet greater areas of dark- 
ness which need exporation, in the third, it points out 
the method that might be followed if and when addi- 
tional data and funds become available for the purpose, 
in the fourth it indicates the direction which further 
research should take and, finally, it gives hope of find- 
ings which will permit of more definite conclusions as 
to the behavior of money. 
E. A. Kincaip 
University of Virginia 


Big Business—Its Growth and Its Place. Corporation 
Survey Committee of the Twentieth Century Fund, 
Inc. (New York: Twentieth Century Fund, Inc., 
1937, pp. xv, 102. $1.35.) 


This is the first of a series of three books which the 
Corporation Survey Committee of the Twentieth Cen- 
tury Fund, Inc., proposes to prepare dealing with the 
factual aspects of our larger American corporations. 
The subtitle therefore refers not to the place which in 
somebody’s opinion it may be desirable that big busi- 
ness should fill, but rather to the place it does fill, in a 
purely quantitative sense. The two succeeding volumes 
will deal in similar fashion with the questions, “How 
Profitable Is Big Business?”’ and “Big Business Sala- 
ries.” It is promised that, when the information on 
these questions is available, another committee will 
make recommendations as to what, if anything, should 
be done about it. 

The gist of the information is presented in a series 
of graphic charts which set forth the findings in lucid 
manner. We learn of the great growth of manufacturing 
corporations, between 1904 and 1929, in respect alike 
of proportionate number of establishments incorpo- 
rated, the average number of workers, and the value of 
the products (p. 14); that the percentage of total na- 
tional income produced by corporations in various 
branches of economic activity varies from 6% in agri- 
culture and related industries to 96% in mining and 
quarrying (p. 17); that the percentage of an industry’s 
wage earners employed by the six largest corporations 
in each industry varies from 99% in the cigarette in- 
dustry to 2% in the women’s clothing industry (pp. 
42, 43); that corporations own 50% of the total assets 
owned by all economic enterprises; that, in 1933, 69 
corporations, or 0.06% of their number, earned 30% 
of the total net earnings made by corporations (p. 69); 
and that the 20 largest banks in the country have in- 
creased their share of the total loans and investments 
of all banks from 15% in 1900 to 27% in 1931. 

These and other statistics will serve to make definite 
the vague impressions that most people entertain as to 
the facts. But, as always, it is not these facts in them- 
selves, but their implications that are important. It 
is about what they portend that people will quarrel 
most, as to whether these large economic entities are 
beneficent or maleficent creatures and what can be 
done to increase their usefulness to society. Since the 
book does not enter upon these questions, it is scarcely 
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proper for a reviewer to go into them. Even in the pres. 
entation of the facts, however, there is opportunity to 
influence the conclusions. Some will feel, for example, 
that the place of large corporations in economic society 
is here inadequately shown by giving too little attention 
to their ultimate ownership, a result which is accenty- 
ated by a sentence like “a bridgeless chasm exists be- 
tween the large body of rank-and-file stockholders with 
potential control and the small group of insiders which 
actually exercises it” (p. 101). Apart from the manage- 
ment group itself, the largest holders of corporate se- 
curities are banks and insurance companies, which are 
investing the funds of thousands—in some cases mil- 
lions— of depositors and policyholders. In other words, 
the ultimate ownership of our corporations is far more 
widely diffused than even the numbers of immediate 
stockholders suggest. And while it is still quite a prob- 
lem to combine the unity of control essential for effec- 
tive management with this wide diffusion of ownership 
on a basis that is just to all, yet it is scarcely a “bridge- 
less chasm.”” One fact above all others needs at this 
time is to be made clear, namely, that the large corpora- 
tion is the instrument by which the largest amount of 
productive machinery and the best managerial ability 
are made available to the workers, permitting them to 
increase their own output, and thereby their own in- 
comes, and at the same time furnishing adequate re- 
ward for those who provided the tools, and the greatest 
values to consumers. 
T. H. Sanpers 
Harvard Graduate School of 
Business Administration 


Statistical Analyses of Industrial Property Retirements. 
Robley Winfrey. (Iowa Engineering Experiment Sta- 
tion, Bulletin 125. Pp. 176.) 


This publication is a revision and expansion of the 
study by Robley Winfrey and Edwin B. Kurtz, “Life 
Characteristics of Physical Property,” published in 
1931. It is necessary in any business in which physical 
equipment is used to predict the probable service lives 
of units of property in order to make engineering valua- 
tions and in order to determine depreciation expense. 
The actual service life of property cannot be deter- 
mined until the property is retired. However, by 
assembling the life histories and ages at which the 
various types of industrial property are retired, data 
are made available of utmost value in determining prob- 
able ages of retirement. Of course, even after construct- 
ing survivor curves for the various types of property, 
expert engineering judgment must be exercised in order 
to eliminate possibility of considerable error in the 
estimate of life expectancy for a single unit or small 
group of units. 

Five methods are presented of assembling data for 
constructing survivor curves which may be used im 
estimating the probable average lives of groups of 
units or of probable life of a single unit. These five are 
the individual unit method, the original group method, 
the composite original group method, the multiple origi- 
nal group method, and the annual rate method. These 
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five methods are then compared with the turnover 
method of determining average life. In order to secure 
and compile data with respect to industrial property 
retirements, complete and detailed property records 
must be kept by individual industrial concerns. Often 
such records are not kept, but their maintenance is 
necessary in order to secure “adequate data by which 
accurately to determine probable average lives and 
probable future retirements.” 

One hundred seventy-six survivor curves were 
studied, and from this study eighteen typical survivor 
curves and their mathematical equations were devel- 
oped. The author established a process by which these 
eighteen type curves “can be used to determine the 
average life of any property for which only a stub or 
incomplete survivor curve is available.” 

The author points out that three sets of factors 
prevent property from being used perpetually. It may 
wear out; it may be retired because of functional factors 
such as inefficiency, inadequacy, or general obsoles- 
cence; or it may be destroyed or rendered unfit for 
service by accident. These forces cause retirement and 
so all must be considered. However, they are certain 
to vary during the life of property, and so it is always 
necessary to exercise expert judgment when forecasting 
the probable average life of any particular group of 
property or the probable life of a single unit. 

General characteristics of the survivor and fre- 
quency curves studied are presented, as well as some 
practical applications of the eighteen type-curves. 

Appendices are included containing equations and 
calculations for the 18 type-curves; a discussion of 
frequency graduation and curve fitting, with typical 
curve fitting calculations using the Pearson, Gram- 
Charlier, and Gompertz-Makeham formulas; and a 
tabulation of statistics for the original property groups 
and the 176 curves. 

This study should be of considerable value and inter- 
est to engineers and others concerned with industrial 
property retirements, but is necessarily technical in 
nature, and so would be of limited use to the person not 
trained in engineering. 

C. A. Mover 

University of Illinois 


Three Years of the Securities Act—Parts I and II. Law 
and Contemporary Problems, Volume IV, Nos. 1 
and 2. (Durham, North Carolina: Duke University 
Press, 1937. 75 cents each number.) 


The editors of Law and Contemporary Problems are 
to be congratulated on the success of their symposium 
covering three years under the Securities Act. Doubtless 
at some later time less discursive and more compre- 
hensive studies will be made of the influences of our 
Federal security regulation, but under the handicap of 
short perspective the thirteen articles contained in 
Volume IV, Numbers 1 and 2 of Duke University’s 
publication do very well in summarizing current reac- 
tions to the New Deal’s adventure in investor protec- 
tion. Some of the articles do not evidence as much 
analytical thought regarding the real effects of the legis- 
lation as a reader would like to find; they tend to be 
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more descriptive and some seem unnecessarily legalis- 
tic. On the other hand, it cannot be denied that de- 
scriptions and considered legal opinions are helpful to 
those charged with registration and sale of securities 
under the complex scheme of regulation now in vogue. 

In view of the wide variance in the nature of the 
articles included in the symposium, it seems worth- 
while to mention briefly something about the nature 
and content of each contribution. 

1—The Securities and Exchange Commission: Its 

Organization and Functions Under the Securities 
Act of 1988—Adolph C. Johnson and Andrew 
Jackson. 

This is a purely descriptive article designed to show 
how the Commission functions to effect the “full and 
fair disclosure” policies embodied in the Act and to 
outline the method of applying the Act’s remedies. 

2—Registration Under the Securities Act of 1983— 

R. W. Goldschmidt. 

The Research Division of the Securities & Ex- 
change Commission furnishes the statistics for this en- 
lightening consideration of the volume and character of 
securities registered since the passage of the Act. Vari- 
ous cross classifications of data enable one to get a 
more comprehensive picture of new issues and their 
distribution than was ever available prior to Commis- 
sion’s existence. The author is at some pains to em- 
phasize the limitations of the currently available statis- 
tics, but it is apparent that their value will be enhanced 
as time enlarges the accumulation and permits further 
analysis. 

8—A Study of Ineffective Investment Trust and 

Precious Metal Mining Issues—Edward W. Gale. 

There is no way to determine how many security 
issues have not been offered to the public because of the 
fear or the knowledge that the Securities Act would not 
countenance registration. However, some indication of 
what the Commission has done in “stopping” issues 
headed for public distribution may be gleaned from this 
article. Confining himself to the two types of issues, the 
author concludes that investors are well off without the 
“stopped” issues which were kept from them by Com- 
mission action. He admits, however, that exemptions 
and ease of registration in some cases continue to make 
wildcat investments available to those who wish them. 

4—Investment Banking Methods Prior to and Since 

the Securities Act of 1983—Paul P. Gourrich. 

Although everyone may not agree with the conclu- 
sions of this article which emphasizes the fact that 
securities are being more satisfactorily distributed 
today than prior to 1933, it must be admitted that 
investment banking problems and methods are given 
thorough and adequate consideration by the author. 
The Act did not destroy the investment banker nor did 
it eliminate his necessitous functions; it made new 
rules of the game which may slow it down and by the 
same token increase the measure of safety for the in- 
vestor participant. 

5—Some Effects of the Securities Act Upon Invest- 

ment Banking Practices—George E. Bates. 

Looking from the outside in, this author sees more 
to complain of in the effects of the Act on Investment 
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banking than does Dr. Gourrich as Director of S.E.C. 
Research in the preceding article. However, there is 
agreement between the two that no fundamental 
changes in what investment bankers ought to do have 
been wrought by the Act. Practical nuisances may have 
been a by-product of the Act and its administration, 
but where nuisance alone is the virtue the common sense 
of the Commission seems willing to dispense with it. 
6—The Securities Act and Its Effect Upon the In- 
stitutional Investor—C. John Kuhn. 

Admitting benefits of more and. better information, 
this representative of the large investors insists that 
institutional buyers are impeded in their acquisitional 
activities by the Robinson-Patman-like effects of the 
Securities Act which preclude treatment of large in- 
vestors as favored buyers. Both the Securities Act and 
the Exchange Act are criticized by the author as hav- 
ing tendencies to thin markets and make both buying 
and selling more difficult. 

7—Some Problems of Exemption Under the Securi- 

ties Act of 1988—Allen E. Throop and Chester T. 
Lane. 

Apparently problems of interpretation of the exemp- 
tion provisions of the Securities Act are difficult ones, 
and the reviewer is forced to admit that this article en- 
lightened him but little on the subject. Adequately 
annotated and completely footnoted, the presentation 
may clarify the problem for the lawyers. 

8—Full Disclosure Under the Securities Act— 

Brunson MacChesney and Robert H. O’ Brien. 

The reader really should not be frightened by this 
article’s early promise to explain how administration of 
the Act “has led to a fuller adumbration of the ambit 
of the statute’’; it isn’t as bad as that. As a matter of 
fact the authors explain quite lucidly how the Act and 
its administration have guided issuers to desirable ends 
of disclosure on matters of promotions, underwritings 
and management. They show how great is the improve- 
ment in quantity and quality of knowledge about new 
issues and make it clear that both the facts disclosed 
and the fact of disclosure are effective guides to more 
sound investment. 

9—The Lawyer’s Problems in the Registration of 

Securities— Arthur H. Dean. 

With a willingness characteristic of the legal pro- 
fession to make everyones’ problems their problems, 
be they accounting, finance or engineering, this author 
outlines the steps in the tremendous physical task of 
registration. Along the way he offers practical sugges- 
tions regarding “‘materiality” and inclusion and exclu- 
sion of facts. The reader is impressed with the defen- 
sive attitude which the Act seems to put upon an issuer, 
but he is left with the hope that the future, with ad- 
ministrative rule and court decision, will so temper the 
Act with reasonableness that more positive benefits 
may result. The article contains a most sensible sum- 
mary of the Act’s potentialities and limitations. 

10—Accounting Aspects of the Securities Act— 

T. H. Sanders. 

An accountant’s reactions to the Act are many be- 
eause they relate not only to effects on his client but 
also to effects on the accountant himself; an “expert” 
as defined in the Act. Professor Sanders comments on 
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many points dealing with the statutory and adminis. 
trative accounting requirements in a tone generally 
favorable to them. However, he missed an opportunity 
to make clear to us what an accountant, unworried by 
clients, should think about the development of cor. 
porate accounting under the guidance of the S.E.C. In 
what respects is this important tool of management, 
regulation and investment really being improved and 
what are the mistaken tendencies? There is no answer 
here. 

11—The Securities Act and Corporate Reorganiza- 

tions—Abe Fortas. 

This article serves to note the inadequacies of the 
Act as it applies to the few aspects of reorganization 
within its scope. It is particularly interesting in light 
of the presently issued report of the S.E.C. dealing 
with reorganizations and protective committees that 
the Act is considered hopeless in its present form. 

12—The Relation of Federal & State Security 

Laws—Russell A. Smith. 

A lot of Blue Skies do not necessarily make a heaven, 
either for issuers or investors, according to this article 
which contains enlightening comparisons of the pur- 
poses and method of state and Federal security laws. 
His consideration of the needless multiplicity leads the 
author reasonably to conclude that some form of 
Federal-State cooperation should be adopted which 
would at once maintain investor protection at the 
highest level and minimize the grief of issuers and 
bankers in securing permission to sell securities. 

13—The Securities Exchange Act as Supplementary 

of the Securities Act—John Hanna. 

Taking up where the Securities Act leaves off, the 
Securities Exchange Act attempts to protect investors 
against their own marginal greed and false information 
and manipulation subsequent to time of original issue. 
This article does but little more than describe the rela- 
tions between the two Acts and stress the importance 
of the Exchange Act as a necessary part of a complete 
program of security regulation. No comment is in- 
cluded on the important and oft-discussed problem of 
“marketability vs. liquidity” as it may be affected by 
exchange restrictions. _ 

Merwin H. Waterman 


The Valuation of Property. James C. Bonbright. Vols. I 
and II. (New York: McGraw-Hill Book Company, 
Inc., 1937. Pp. xx, 632; xi, 639. $12.00.) 


This is a monumental work. Its encyclopedic char- 
acter is attested not only by its 1200 pages, by its 1200 
cited cases, but also by the catalogue of contributors 
and collaborators to whom acknowledgement is made 
in the preface, and as footnotes to the several chapters. 
One of the inevitable consequences of working on such 
a scale is that the results can never sound entirely up-to 
date. Some of the chapters are noted as having been 
originally published as early as 1929, and there is occa- 
sional citation as current items of circumstances com 
nected with the depths of the depression. Regulations 
80 are referred to as the “latest Federal regulations.” 
A 1925 case is the latest example cited (p. 702) to illus 
trate the anomalies of valuation as of the date of death 
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for estate and inheritance tax purposes; spectacular 
eases which arose out of the early years of the depres- 
sion furnished far more glaring instances of what the 
author calls the fundamental unfairness of this practice. 
Chapter XXII was first published in 1929 as a law 
review article; sections dealing with the National 
Bankruptcy Act of 1933 have been added to the chapter 
on “Corporate Reorganizations” (Ch. XXV), which 
had been written before 1933. The chapter on dividends 
was evidently written before the tax on undistributed 
surplus became a factor; there is no mention of the 
undistributed profits tax, and the whole matter is dis- 
cussed on the basis of the freedom of choice which cor- 
poration officials enjoyed before the enactment of this 
measure. The author and his assistants have done their 
best, and it would take a vast organization indeed to 
keep step with all the developments which fall within 
the scope of this book. Nor does this feature seriously 
impair the findings as to principle and theory; it affects 
only the most recent examples of their application, and 
involves slight variations of emphasis. 

Fortified with the combined authority of Justices 
Holmes and Brandeis, and of Alice in Wonderland, the 
author starts with the assertion that the meaning of 
“value” differs with the purpose to be served, and the 
entire two volumes practically constitute a dissertation 
on this text. It is further maintained that the relevant 
problems can be solved only by breaking down the 
traditional boundaries between professional and aca- 
demic groups. This is certainly true; the combined con- 
tributions of lawyers, engineers, accountants, and 
economists, with more than a dash of the metaphysi- 
cians, are required to obtain the right answers. Much of 
the confusion has derived from the temporary pre- 
ponderance of one or other of these groups. But is the 
author altogether justified in his frequently expressed 
regrets that clear-cut principles are not available, even 
within single fields of valuation, such as for tax pur- 
poses or for rate-making purposes? It is true that every- 
body who has worked in any of these areas has been 
dismayed by the confusions and contradictions through 
which he must thread his way; but are not these con- 
fusions and contradictions inherent in the wide variety 
of complex situations in which courts and commissions 
must adjudicate? In all cases the ultimate quest is for 
essential justice; if this quest baffled lawgivers and 
philosophers of old, we cannot expect to find it simple 
when applied to the complicated conditions of modern 
life. The courts have undoubtedly done wisely in being 
lavish in the number of considerations they held them- 
selves ready to take into account in measuring value, 
but extremely reluctant to admit themselves bound by 
accepting any of these as controlling principles. By any 
other course they would be in danger of tying their own 
hands from reaching that essential justice which must 
always be their goal. 

This is not to say, however, that students outside 
the courts should not persist in their efforts to evaluate 
the various factors and principles which go to determine 
value itself, and at any rate to attribute to them a 
relative, if not an absolute importance. It must be 
assumed that the courts themselves will welcome such 
discussions, and Professor Bonbright’s book serves the 
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double purpose of gathering together a vast amount of 
information on this subject, and of advancing the proc- 
ess of distilling out the relevant vital principles in a 
way which cannot fail to help toward a clearer percep- 
tion of their relative importance. 

The general plan of the book is to devote two sec- 
tions, comprising 266 pages in all, to a discussion of the 
concepts of value, and of the general methods o° valua- 
tion. The entire remainder of the two volumes is then 
devoted to a series of chapters on valuation for specific 
legal purposes, ranging from damages, fire losses, and 
eminent domain, through tax questions, bankruptcy, 
and reorganizations, up to valuations in rate-making. 

In Part I, “Concepts of Value,” we are immediately 
confronted with the conflicting ideas of actual price, 
cost price, utility, and fair price. We are told (p. 20) 
that independent real estate people and valuers are dis- 
posed to place relatively more emphasis on present 
advantage, while the courts are disposed to attach more 
importance to cost. Furthermore, the courts are con- 
stantly disposed to “think of value as something in- 
herent in the thing valued”’ (p. 21), to look for a “fair 
value,” intrinsic value, real or true value. Criticism is 
directed (p. 60) against the assumption of a willing 
buyer and a willing seller as a basis for finding value. 
But all these phrases, and the ideas they connote, serve 
the purpose of assisting the courts in their quest for 
justice in the individual case. Granting that the courts 
will refrain from interfering in an actual bargain be- 
tween buyer and seller, it would seem that when a liti- 
gation comes before them, they should look beyond the 
momentary exigencies which might favor one party as 
against the other and aim at something like broad 
justice, however difficult of definition this may be. In 
fact, such an aim will inevitably require different defi- 
nitions in the several areas of valuation here dis- 


In Chapter V, under the title “The Concept of 
Property as Affecting the Concept of Value,” contrast 
is drawn between the concepts of “taking property” un- 
der constitutional protection as (1) destroying its value, 
though not its physical existence, and (2) destroying 
the income derived from it, and thereby indirectly its 
value. Obviously, most of the public utility rate-making 
cases come under the latter definition; it would be in- 
teresting also to have a discussion of recent threats of 
government bodies to erect and operate with public 
funds plants to compete with privately owned utilities, 
and thus in part destroy their incomes. 

In a number of places (pp. 123, 133, 159) the impli- 
cation occurs that appraisal experts could find a better 
value, or at least would follow better methods, than the 
courts, the intimation apparently being that such ap- 
praisal experts would at least follow a more consistent 
philosophy. But that is the trouble; their findings are 
apt to be altogether too consistent, when a larger phi- 
losophy is required to do justice from every viewpoint. 
While competent and reliable appraisers can and do 
render invaluable assistance in many cases, yet the 
devastating criticisms of the Securities and Exchange 
Commission on the work of appraisers in some instances 
does not leave us with the feeling that they alone caa be 
entrusted with the adjudication. In another place in 
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this book (p. 508) professional appraisers are joined 
with value theorists to receive scant respect, in that the 
difficulties of valuation for general property tax pur- 
poses are “far too deep to be cured by either of these 
economic skin specialists.” Furthermore, “valuation 
theory and appraisal technique are helpless” to deal 
with complicated corporate structures (p. 870). 

Chapter VIII, “Original Cost as a Measure of Value,” 
states that in general original cost has been one of the 
least of the factors in determining value. This of course 
has reference to the fields of value in which reproduction 
cost has predominated; whenever the prudent invest- 
ment theory may prevail, original cost is a much more 
potent influence. This clearly is behind the more recent 
movements for making original cost to the original 
owners the primary basis for the property accounts of 
public utilities; it is hoped by the sponsors that these 
values may have more to do with rate-making than in 
the past. Raising the question whether actual cost is 
capable of precise determination or is more a matter of 
opinion (p. 141), the author very properly leans to the 
latter view, though for reasons which at this point are 
incompletely stated; he might have added (1) that 
people differ as to the items of expense to be included 
or excluded from cost and (2) that in an old property, 
with many partial additions and retirements, the origi- 
nal cost of the existing property is most difficult to dis- 
cover, not merely for reasons of bad accounting, but 
also because of the varying manner in which judgment 
has been exercised. These considerations, however, are 
discussed later, in the chapter on “Valuation to Deter- 
mine Profits or Surplus Available for Dividends” (pp. 
626, 628). 

Another contrast between cost and value occurs in 
the citation from the chairman of Commonwealth Edi- 
son Company (p. 147, footnote) seeking to justify the 
showing of investments at cost, despite a fall in market 
prices. The author recognizes that there are good ac- 
counting reasons for this practice, but takes issue with 
the chairman for talking about what the securities are 
“worth.” There is no real conflict here; it is largely a 
matter of language. The chairman was doing his best 
to explain, in layman’s language, that securities held 
for a long time by a parent company, like a home held 
by its owner, do not have to follow current market 
quotations, but have a value based on long-time con- 
siderations. 

Accountants will be grateful for the discussion of 
depreciation (Ch. X), and in particular for the defini- 
tion of it as “amortized cost” (p. 186). Then follows, 
“The methods of determining these rates of conversion 
(straight-line method, sinking fund method, etc.) are 
designed to secure some very rough correlation between 
the annual charge on the one hand and the annual fall 
in value on the other hand, but no attempt is made to 
secure a close correlation.” This is broadly true, but the 
reason for it is not that the accountant prefers a 
“rough” to a “close” correlation, but rather that a 
“close” correlation is in practice impossible, a fact 
which is well recognized throughout this work. 

Reference is made (p. 203) to “a distinct preference” 
by the Supreme Court for observed depreciation, as 
compared with straight-line depreciation. There is some 
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danger in erecting this into a too general statement. The 
Supreme Court has taken exception to the disparity 
between observed depreciation claimed as a deduction 
from property value and the amount of a reserve ac- 
crued by depreciation charges on the straight-line basis; 
it has also shown a disposition to prefer observed de- 
preciation in measuring value for rate-making purposes, 
It seems too early to assume that these imply a deep- 
seated and permanent objection to straight-line de 
preciation. 

The assertion (p. 204) that “The most obvious bias 
of the straight-line method lies in its failure to take 
account of the time-discount factor” will not find 
acquiescence with all accountants. An article in The 
Journal of Accountancy for October, 1935, by Oliver 
May, points out that, among people who claim to be 
scientific, one group prefers a sinking fund method in 
order to give due recognition to the interest factor, and 
another group prefers the diminishing balance method 
in order to be conservative and to make depreciation 
follow the probable course of earnings, and that a com- 
bination of these two equally scientific methods has 
practically the same results as a straight-line treat- 
ment, which can therefore be said to combine the ad 
vantages of both. There is a great deal of merit in this 
point of view; in a world of uncertainty the advantages 
lie with a middle course, although its theoretical ad- 
vantages may not seem so “pure” as those of other 
methods. Somewhat similar considerations apply to the 
treatment of “capitalization of estimated future earn- 
ings” as a measure of value. The discussion means in 
effect that while future earnings are undoubtedly the 
cause of value, they can in the nature of things form 
only a very approximate measure of value. 

Accountants and others will be intrigued by the ex- 
pression “unjust-enrichment” (pp. 279, footnote; 336) 
as applied to punitive damages; the phrase also occurs 
in the chapter on “Dissenting Stockholders’ Suits” 
(Ch. XXIV); but it has not yet reached the chapter 
of taxation. 

The author finds the variations in valuation practice 
for tax purposes more disturbing than elsewhere; he is 
disposed to prefer a more rigid rule than the “capricious 
choice between a number of alternative methods.” 
Doubtless he has in mind the old maxim that a bad 
tax uniformly applied is better than a good tax it 
regularly applied. This Chapter XVIII, on “Corporate 
Tax Assessments,” is a treatise in itself of 120 pages. 
There follow two chapters entitled “Tax Valuation 
under the Unit Rule,” this amount of space being de- 
voted to the problem because of the importance of the 
relation between parts of an enterprise valued sepa- 
rately and the value of the organic whole. One gets a 
depressing picture of long drawn out efforts of state and 
county taxing authorities to pounce upon their par- 
ticular sections of railroad and utility properties 
tax them unmercifully. Anybody who has had to do 
with property and expense allocations will readily 
apprehend the difficulties involved; certainly no arith- 
metic prorating of values on any simple mileage or 
quantity basis can supply a generally just basis for tax 
purposes. As the author says (p. 690), “The postulate 
of mathematics, that the whole is equal to its parts, 18 
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a postulate of spacial or numerical relationships but 
not of value relationships.” 

While the author does not like the practice of valuing 
as of date of death for estate tax purposes, he is less 
apprehensive of the difficulties of selling large blocks of 
securities without involving considerable sacrifice. Ac- 
countants, trying to define the classification “‘market- 
able securities,” have constantly been harassed by this 
consideration; Professor Bonbright states that the 
courts have for the most part given little weight to it, 
and he agrees with them, apparently out of regard for 
the difficulties of determining what allowance should 
be made. But at least it is unjust to value the securities 
which must be sold to pay estate taxes at more than is 
actually realized upon them. 

In the chapter on “Determination of Solvency under 
the Bankruptcy Act” (Ch. XXII), reference is made to 
“a very thoughtful opinion ridiculing an accountant’s 
valuation...” (p. 787). A reading of the case cited 
shows that, in a bad bankruptcy, an accountant appar- 
ently adhered to the ordinary processes of balance sheet 
construction after the company had ceased to be a 
going concern. It is conceivable that the statements 
referred to had been originally prepared before the 
company was known to be bankrupt; but according to 
the judge’s decision the accountant endeavored in court 
to justify his so-called valuations. The evidence seems 
to indicate that the assets were overstated even on an 
ordinary accounting basis; but still more, the case serves 
as a further example of the calamitous change which 
takes place when a business (especially some types of 
business) ceases to be a going concern and is sold at 
forced realization. 

The chapters on “Valuation to Determine Income” 
and “Valuation to Determine Profits or Surplus Avail- 
able for Dividends” (Chs. XX VI and XXVII) will be 
of peculiar interest to accountants. The former title 
leads one to fear a new set of accounting principles 
which, instead of an income statement concept of in- 
come and cost, with values playing only an incidental 
or complementary part, might presage a balance sheet 
valuation process of income determination; but the 
author avoids this pitfall very well. Recognizing first 
that the practical difficulties of annual valuation pre- 
clude that method of income determination “for most 
legal purposes” (this might have been written “for any 
practical purposes”), he introduces “the accounting 
concept” (p. 902), which is later described as a “pro- 
tated-receipts-and-disbursements concept.” In other 
words, the discussion of income accounting is for the 
most part sound and helpful, and accountants may well 
be grateful for an exposition which, in a mainly legal 
book on valuation, adds so little confusion. One might 
prefer a different wording for the statement, “As a 
matter of convenient form, net income is derived by a 
comparison of the book values of the assets at the end of 
the year with their book values at the beginning” 
(p. 905); but any misapprehension is removed by the 
sentences immediately following, which state that the 
accountant’s valuations “cannot be construed even as 
Serious attempts to measure values. Instead, they are 
devices for amortizing the original cost...” This is 
the crux of the question: the accountant’s machinery 
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is designed first as an income measuring device and 
second as a device for the determination of balance 
sheet amounts. Double entry procedure makes these in 
practice a simultaneous process; but when complication 
arises the exigencies of income determination will ordi- 
narily take precedence over balance sheet requirements. 

This idea is suggested by the paragraph heading 
“Property Values as Measures of Income, versus In- 
comes as Measures of Property Values” (p. 910). The 
discussion of this title relates to the process of measur- 
ing property value by capitalizing income; but it might 
just as well carry the larger connotation mentioned 
above, and deal with the apportionment of charges be- 
tween balance sheet accounts and income accounts. 

As already stated, the author has not for the most 
part hesitated to recognize the validity of different 
bases of valuation for different purposes. He seems, 
however, to have some compunction in giving equal 
countenance to income tax practice on depreciation 
and some of the Supreme Court decisions, especially in 
the Baltimore Street Railway Case (p. 908). But, in 
spite of the conflicts, surely none of these viewpoints 
does violence to reason. It is unlikely that income tax 
practice can get far away from cost as a basis for de- 
preciation, since in effect this basis is the “prorated- 
receipts-and-disbursements” concept which the author 
has accepted. But for rate-making it is logical that 
those justices who favor reproduction cost as the 
principal value determinant should also accept it as 
a depreciation base; while those who adhere to prudent 
investment as the index of value logically regard cost 
as the basis for depreciation. It is true that the simul- 
taneous presentation of these two viewpoints is con- 
fusing, but it is difficult to imagine that either of them 
can completely supersede the other until we achieve a 
price level more permanently stable than is now in sight. 

Two rules are developed for the determination of 
the amounts available for dividends: a capital impair- 
ment rule and a net profits rule. Clearly these are the 
parallels of the valuation basis and the income state- 
ment basis respectively for the determination of income. 
It will be found, however, that the emphasis shifts 
somewhat as between the two purposes. In the case of 
income determination, as has been stated, the concepts 
surrounding the modern income statement will prevail 
in the event of conflict with valuation considerations 
in the balance sheet. But in the matter of dividends, 
although the income defined by the income statements 
will suggest certain dividend limits to conservative 
minds, yet these are not absolute limits; on the general 
grounds that people are free to do as they will with 
their own, capital surplus also has ordinarily been held 
legally available for dividends. But its very nature sug- 
gests that in most cases it is not practically available 
for dividends, but is locked up in long-time capital in- 
vestments. The author states (p. 918) that he has found 
no case differentiating against premium surplus as 
available for dividends nor (p. 919) against a realized 
appraisal surplus. He concludes, therefore, that there 
is no difference in the results of the two rules for divi- 
dend determination because of “the adoption by the 
courts of the accounting rules for ‘valuing’ the assets 
of a business.” 
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One case cited, Guaranty Trust Company v. Grand 
Rapids, G. H. & M. Ry. Co. (p. 925), is analyzed by the 
author in a way which will please accountants. His 
conclusions are sound and might well have been ex- 
pressed even more forcefully. In a suit after receiver- 
ship to recover dividends paid, it was shown that the 
company had followed the practice, common among 
utilities, of providing depreciation only on a retirement 
basis. Plaintiffs claimed that, had it been provided on 
a straight-line basis, profits and dividends would have 
been smaller, and more would have been left in the 
company for them as creditors. This assertion is true. 
But the court immediately dubbed straight-line de- 
preciation as “theoretical,” cited several unsatisfactory 
definitions of depreciation, and concluded that, since 
the company’s property was maintained in good physi- 
cal condition, it was not at fault in not having provided 
straight-line depreciation. But then the wonder grows! 
It transpired that the property became obsolete, that 
the directors knew it was becoming obsolete when they 
paid some of the dividends, which they were then re- 
quired to return because they had not provided for 
obsolescence! One can only call attention to the fact 
that under the definition of depreciation accepted by 
Professor Bonbright, that of amortization of investment 
within its useful life, straight-line depreciation would 
have done the business required to be done by a pro- 
vision for obsolescence. It is because, among other 
things, straight-line depreciation provides for this that 
accountants in general favor it. Furthermore, straight- 
line depreciation is the common practice in most lines 
of business other than public utilities. 

Some parts of the legal discussion on the amounts 
available for dividends have a rather impalpable sound. 
We are told first that it is the value of the assets, and 
not the nominal amount of the capital stock issued for 
them, that is the measure of the amount available for 
dividends. But later it is pointed out that no-par stock, 
and the facilities for reducing the amounts of par stock, 
make large inroads into the effectiveness of this idea. 
Since it is the amount by which the value of assets 
exceeds the amount of capital stock and debts that is 
available for dividends (p. 916), it seems beside the 
point to devote so much energy to valuing the assets, 
if the amount of the capital stock can be moved up and 
down at will. Would it not clarify the matter to say 
that, broadly speaking, the only thing forbidden is 
conduct which knowingly is to the prejudice of credi- 
tors, preferred stockholders, or minority stockholders? 

It is strange that after the author has seen so much 
of the variety of conditions in which valuations must 
be made, and the differing viewpoints thus engendered, 
he should feel that “a somewhat elaborate code of 
accounting” (p. 975) is the essential element needed to 
solve all the problems of defining amounts available for 
dividends. If this means hard and fast rules, the only 
result can be that, in the hands of those who mean to 
practise full and fair disclosure, one more difficulty will 
be added to those inherent in the conditions. 

It is a salutary thing that the two chapters dealing 
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with value for public utility rate-making open with the 
inquiry whether value is in any case a good rate base, 
the question being discussed with considerable breadth 
from both the legal and the economic sides. The inquiry 
is a fair reflection of the doubts which have arisen as to 
the value of valuation proceedings themselves. It would 
seem that a little broader vision on the part of com- 
panies and commissions alike would obviate a large part 
of the protracted and expensive proceedings, and put 
some limit to the enormous volume of valuation litera- 
ture which threatens to fill the shelves of our libraries, 
On the part of the companies, a willingness to take the 
initiative in recognizing the economic advantages of 
lower rates and larger markets; on the part of com- 
missions, a more willing recognition of the fact that, in 
the last analysis, rates must be sufficient and ample to 
attract to the industry whatever capital may be needed 
for its proper maintenance and growth—these are the 
grounds on which reasonable compromise ought to be 
possible, without resort to valuation proceedings. The 
author states (p. 1189) that he has come to recognize 
the true significance of the reserve for depreciation in 
relation to rate-making values, and his exposition goes 
far to justify the claim. In general he feels, as will most 
accountants, that the reserve for depreciation ought to 
be subtracted from the value of the plant assets, but he 
does well to stipulate that the company shall not have 
been prevented by commission action from charging to 
expenses a sufficient amount to accrue the reserve; cer- 
tainly there is no justice in subtracting from the plant 
value a reserve larger than the company has been 
allowed to earn. In general, utility companies would 
fortify their position if they would insist upon charges 
for depreciation sufficient to build up reserves com- 
mensurate with straight-line practice, but they can ex- 
pect to do so only by recognizing that such reserves, 
built up out of rates charged to customers, are proper 
deductions from the property values. This is the only 
basis on which it is likely that the courts will modify 
whatever objection they have shown to straight-line 
depreciation. 

The last paragraph heading in the book is entitled 
“Property Value versus Social Value,” and under it 
economists are taken to task for giving too little thought 
to the latter, though the rod is spared because of the 
almost insuperable difficulties of measuring social value. 
This is a proposition which everybody is likely to sup- 
port, but with varying emphasis. During recent years 
social value has been so much insisted upon, and taken 
for granted, as justification for schemes which cost 
money, that it is a fair request to have it more clearly 
defined and more plainly brought to view. The costs 
are obvious enough, but the corresponding benefits are 
often vague and impalpable; anything which can be 
done to demonstrate their amount, or even their exist- 
ence, will itself be a manifest contribution to social 
values. 

T. H. Sanpers 

Harvard Graduate School of 

Business Administration 
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UNIVERSITY NOTES 


UNIVERSITY OF COLORADO 


Assistant Professor Hazen W. Kendrick has re- 
turned after leave of absence during the winter 
quarter during which he did research work on 
budgets and accounting control at Stanford Uni- 
versity. 

At the summer session this year a course in 
Governmental Accounting and a Seminar in Ac- 
counting will be offered. The Accountancy Club 
recently completed attendance at a series of lec- 
tures in Denver on the application and use of 
tabulating machines in accounting work. 


UNIVERSITY 


Professor James L. Dohr is publishing through 
the Ronald Press a text on the Law of Business 
for use in a new course on Business Law for ac- 
countants; he is also preparing a second volume 
on the Law of Financial Statements and Account- 
ing Practice for use in a second course in the same 


field. 
UNIVERSITY OF DENVER 


A law is now pending before the Colorado legis- 
lature providing for restrictive legislation for the 
practice of public accounting, following closely 
the Wisconsin law. The bill has passed the House 
and is now in the Judiciary Committee of the 
Senate, but prospects are that it will not be re- 
ported out at this session by the Committee. 


University or ILLINoIs 


At the honors day convocation in April four 
Commerce students were among the 34 honored 
for sustained excellence in university work. All 
four were majors in accounting and one of these 
is valedictorian of the University class of 1,600. 

Professor Theiss has resigned as adviser for the 
Accountancy Club after having served in that 
capacity for six years. During that time the club 
has grown to a membership of 450 and has become 
the most active student organization on the 
Campus. 

University or INDIANA 


“Principles of Accounting” by Prickett and 
Mikesell, a revision and enlargement of “Intro- 
duction to Accounting” by the same authors, will 
appear this month through the Macmillan Com- 
pany. 

Accounting majors are now required to com- 
plete forty-five hours of accounting. The demand 
for graduates in accounting exceeds the supply. 


An Investment Research Bureau has been es- 
tablished in the School. H. C. Sauvain is director, 
N. L. Silverstein, economist, and D. B. Cragun, 
analyst. 


LovIsIANA StaTE UNIVERSITY 


Dr. Earl A. Saliers was elected chairman of the 
accounting section of the Southwestern Social Sci- 
ence Association for this year. Dr. Daniel Borth, 
Jr., addressed the Association recently on “The 
Hampering Effect of Accounting Defects and In- 
consistencies upon Governmental Regulatory 


Mechanisms.” 


In collaboration with Arthur W. Holmes of 
Cincinnati University, Mr. Saliers has completed 
a revision of his ““Fundamentals of Accounting.” 

Four new accounting courses are to be added 
this year in Accounting Systems, Accounting Re- 
ports, Governmental Commercial Accounting, 
and Machine Accounting. 


University or MicHIGAN 


C. T. Devine has been added to the accounting 
staff as teaching fellow. 

The cost accounting classes of the University 
and of Wayne University debated the relative 
merits of “ideal” and “‘basic’”’ standard costs be- 
fore the Detroit chapter of the N.A.C.A. on 
May 20. 


Untversity oF MontTANA 


Professor H. K. Snell, who has been on leave 
for the past year, is to go to the University of 
Southern California next year. His place will be 
taken by Dr. Harry Jordan of Northwestern Uni- 
versity. 

The waiver clause in the Montana C.P.A. Law 
has been repealed so that the certificate will be 
granted hereafter only by examination. The Busi- 
ness Administration Club has been showing at its 
meetings a number of industrial films. 


New York UNIVERSITY 


Professor William W. Douglas, who has been 
on the staff here for 27 years died suddenly on 
April 21 while lecturing to his class at the Uni- 
versity of Newark. He was 68 years of age. 


UNIVERSITY OF OREGON 


Miss Ruth May Chilcote has been added to the 
staff this year as instructor in accounting. Pro- 
fessor C. L. Kelly has contributed an article to 
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the May Forum of New York University on the 
“Accounting Situation in the Northwest.” Mr. 
John C. Goplerud, graduate assistant in business 
administration, is to be on the auditing staff of 
the Secretary of State of Oregon. 


University or PirtsBuRGH 


Allan J. Fisher, instructor in accounting is to 
be assistant professor of economics at American 
University, Washington, D. C. His work there will 
be largely in the field of accounting. 


StranFrorD UNIVERSITY 


Mr. J. Knight Allen, instructor in accounting, 
has resigned to take up a major research project 
for the California Bankers’ Association. 

Barret F. McFadon, M.B.A. Harvard 1925, for 
the past six years with Wilson and Company, will 
be lecturer in accounting next fall. 


The Accounting Review 


Dean J. Hugh Jackson assumed the comp 
trollership of the University as of March 10, f 
carries the title of Acting Comptroller and come” 
tinues his duties as Dean of the graduate | 
of Business. 


University or TEXAS 


Robert A. White, instructor in accounting hag 
accepted a position in the University of Ho 
beginning in September, 1937. 

Professor Monroe B. Carroll, director of 
School of Business at Baylor University wily 
teach in the 1937 summer session of the Unive 
sity of Texas. 

John Arch White, assistant professor of be 
counting, received his Ph.D. this year. oP 

The University of Texas is inaugurating a threg, 
year professional course leading to the MBA 
degree. The course will begin with the j junior year. 
The school also offers the Ph.D. degree in aed 
counting and allied fields. 
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